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A Plan for International Peace* 


By Exviyau W. SE.ts, C.P.A., M.A. 


The war now being waged, the greatest in history, brings 
vividly to the mind the need, when peace again is established, 
for some definite plan whereby to ensure its permanency 
throughout the world. Aghast at the struggle in which many 
nations are involved, humanity is disheartened over the failure 
of peace plans heretofore proposed, and hopeful that the time 
draws near when the nations of the world will find and adopt 
some plan to secure all people in the peaceful pursuit of their 
respective undertakings against interruption by international 
warfare. 

It has been said that war stimulates manhood and makes for 
strength of character. While this may be true, such benefits 
sink into insignificance when compared with the enormous drains 
that war makes upon the social fabric and the world’s wealth 
arising from: (1) loss of life; (2) disability of survivors; (3) 
suffering of dependents; (4). distress of non-participants; (5) 
destruction of property; (6) damage to commerce; and (7) tax- 
ation of the cost. . 

The overwhelming magnitude of each of these products of 
warfare, all forcefully illustrated by the present European con- 
flict, has been so extensively brought to public notice that there 
is no need for amplification by discussion. 

The many peace expressions coming from the powers in 
recent years have indicated the need for a practicable plan that 
will permanently prevent warfare between nations. Mere con- 





* An address delivered before the New York State Society of Certified Public 
Accountants, New York, January 11, 1915. 
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ventions between nations will not accomplish permanent peace; 
this must come through irrevocable compact providing for some- 
thing substantially effective. I believe the solution of this ques- 
tion lies in the establishment of an independent tribunal endowed 
with the right to adjudicate international differences and pro- 
vided with the power to enforce its decisions. 

In order that such a tribunal may be able to accomplish 
this the nations must grant to it unqualified authority to organize 
for efficiently carrying out the objects of its formation, must 
transfer their navies to the tribunal, must reduce their armies, 
and must be committed to and make regular appropriations of 
the funds necessary for the tribunal’s maintenance. 

In the interest of humanity I am encouraged to present a plan, 
convinced of its feasibility and hopeful of its adoption if it can 
have the approval of our own nation and a potential presentation 
to other nations at the proper time. 

The full agreement between the nations of the world should 
include the following general precepts: 

I 

The constitution of a world’s peace tribunal to which shall 
be referred all differences between nations which cannot be 
settled amicably by themselves, and the irrevocable delegation to 
such tribunal, first, of authority to adjudicate such differences ; 
second, of power to enforce its decisions, after due notice has 
been given the nations in interest; third, of power to suppress 
hostilities between nations arising from any cause whatsoever, 
and to compel them to submit their differences to the tribunal for 
adjudication ; and, fourth, of power to enforce these precepts. 

2 

The requirements imposed upon the nations shall be, first, to 
cede and transfer to the tribunal, without reservation, all war- 
ships and other naval equipment and discontinue all navy yards 
and all other related establishments except such as may be needed 
for the purposes of the tribunal and which shall be ceded to it; 
second, to dismantle and raze all fortifications except those 
needed for the tribunal which shall be ceded and transferred to 
it together with all munitions of war except such of the small 
ordnance as may be necessary for the nations’ armies; third, 
to reduce all armies to a basis of internal necessities, approxi- 
mately fifty per cent of the armies as they exist on a peace basis 
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and not to exceed one-twentieth of one per cent of the nations’ 
population for standing armies, and no larger force of reserves 
or militia for principalities or state subdivisions, with corre- 
sponding reduction in military equipment and munitions and in 
arsenals or plants for their manufacture, and, in the case of 
factories not under the control of governments, limitation by law 
to the manufacture of small arms in quantities not to exceed na- 
tional requirements ; and fourth, confine the operations of armies 
to the nations of the respective territories. 
3 

The annual appropriation by each nation for twenty-five 
years, for the support of the tribunal, of one-third of the average 
annual expenditures for the army and navy for the past five 
years, to be paid to the treasurer of the tribunal. 

4 

The annual appointment or election by every nation of rep- 
resentatives to a congress of the peace tribunal to meet on the 
first Monday of June and adjourn not later than the last Satur- 
day of September in each year, one representative from each 
nation with a population of 25 millions or less, two from each 
nation with a population between 25 and 100 millions, three from 
each nation with a population between 100 and 250 millions, and 
four from each nation with a population in excess of 250 mil- 
lions—such representatives to be subject to reappointment or re- 
election for not more than three years continuously, but there- 
after to be eligible for reappointment or reelection only upon 
the lapse of one year. 


That the congress upon.organization shall be authorized and 
required, first, to create three departments of nine members each 
for the conduct of the affairs of the tribunal, viz.; a judiciary 
to include a chief justice; a civil commission to include a chair- 
man, a secretary, a treasurer, and a comptroller; and an arma- 
ment commission to include a chairman and a chief of armaments, 
and to elect from among its numbers the members of each de- 
partment, and to administer to them appropriate oaths of office. 

6 

That the congress shall be authorized and required to make 
appropriations for the expenses of its first session and for the 
expenses of the tribunal for its first fiscal year which shall begin 
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October 1 and end September 30, and that annually thereafter it 
shall make appropriations upon budgets submitted by the civil 
and armament commissions for the annual expenses of the 
tribunal. 


That the members of the departments be elected separately 
by ballot ; that originally there be elected one of each department 
for nine years, one of each department for eight years, and so 
on to one of each department for one year, and each year there- 
after one of each department for nine years to hold office com- 
mencing October 1 following; that not more than one member of 
any one department shall be from the same nation, and that no 
member shall be eligible for reelection to any department before 
the lapse of three years, or to membership in the congress during 
the period of his incumbency; that nominations shall be made 
on or before July 1 and shall be voted upon not later than August 
20; and that nominations shall be made at least ten days before 
voting takes place; that the chairman of the congress shall ap- 
point three tellers of election, each from a different country, who 
will count the ballots and report to the congress, and the chair- 
man of the congress shall declare elected the nominee receiving 
a plurality ; and that, in event of a tie, the election shall be de- 
termined by lot, the chairman of the congress to appoint a com- 
mittee of three, not the tellers, each from a different country, to 


determine the lot. 
8 
That any member of any department may be impeached and 
removed for malfeasance, charges of which must be preferred in: 
writing by at least two members to the congress in the case of a 
member of the judiciary department and to the judiciary depart- 
ment in the case of a member of another department. 
9 
That in the event of vacancies or absences of members of the 
judiciary or the commissions for any cause, the remaining mem- 
bers of the judiciary or the commissions may temporarily fill 
the vacancies from the members of the previous congress to 
serve until the next congress convenes and elects their perma- 
nent successors. 
10 


That the judiciary shall organize as a court and adjudicate 
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all differences between nations submitted to the tribunal; that 
this court shall appoint a marshal and such assistants as may be 
necessary to bring before it those impeached, and otherwise main- 
tain order; shall convene for such portions of four months or 
longer as may be necessary to clear the docket in two sessions 
each year; shall hear arguments and decide all international dis- 
putes and cause transcripts of its decisions to be transmitted to 
the secretary of the tribunal. Members from the countries in- 
volved in dispute shall not sit on such cases. 
II 
That the civil commission shall have control of and direct the 
organization and administration of the civil affairs of the tribunal. 
12 
That the armament commission shall have control of and di- 
rect the organization and administration of the armament affairs 
of the tribunal, shall organize two general staffs of at least nine 
members each, no two of whom are to be from one nation, for di- 
recting land and sea operations, respectively, and whose acts 
shall be governed by majority rules; shall prescribe rules for the 
conduct of the armament forces, shall provide that officers, com- 
missioned and non-commissioned, troops, sailors, marines, me- 
chanics and others shall be drawn from the nations’ present or- 
ganizations and be amalgamated into one; that the armament 
forces shall be approximately ten per cent of those of the na- 
tions as they exist on a peace basis, and these shall be drawn upon, 
and, in such numbers, be stationed in different parts of the 
world at such times and of such nationalities as will enable the 
tribunal to enforce its decisions, suppress hostilities, and main- 
tain peace between nations. 
13 
That a majority of the respective commissions shall govern 
and control the affairs thereof; that the duty of each chairman 
shall be to preside and promulgate the majority rulings to those in 
interest; that upon the call of a member of either of the com- 
missions they shall meet in joint session to discuss and give con- 
sideration to matters of joint interest; that in event there is need 
to resort to arms against any nation, the civil and armament 
commissioners shall sit together, and a majority of the two com- 
missions shall govern in determining the method of procedure; 
that no member of a commission from a country against which 
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armed forces are to be used shall sit at such joint session; and 
that the chairman of the civil commission shall preside as chair- 
man of such joint sessions. 
14 
That the two commissions shall prepare budgets for their re- 
spective needs for each succeeding year; that the civil commis- 
sion shall prepare the budgets for the judiciary and the congress; 
and that these budgets shall be presented to the congress for its 
act of appropriation. 
15 
That the secretary shall keep a record of the proceedings of 
the congress, transmit the same to the judiciary and the respec- 
tive commissions interested, receive complaints from nations and 
transmit them to the judiciary, and transmit decisions of the 
judiciary to the nations interested and to the commissions for 
enforcement if necessary ; and shall make a report thereon to the 
congress annually. 
16 
That the treasurer shall receive and have the custody of the 
funds and investments of the tribunal and shall disburse the 
funds only upon warrants drawn by the comptroller against ap- 
propriations made by the congress. 
17 
That the comptroller shall prescribe the system for and keep 
the accounts of the tribunal, and draw warrants on the treasurer 
for the disbursement of moneys on accounts stated, which shall 
be approved by the respective chairmen of the two commissions, 
the chairman of the civil commission approving the accounts for 
the congress and the judiciary, in accordance with appropriations 
made therefor; and shall make a report of the accounting and 
statistical affairs to the congress annually. 
18 
That the expenditures of the tribunal shall not exceed fifty per 
cent of the receipts from the nations in any one year; that the 
surplus of not less than fifty per cent of the receipts shall be 
invested in the bonds of the countries contributing to the support 
of the tribunal, and the interest received from the bonds also 
shall be invested in bonds of such nations semi-annually or as 
often as possible; that these investments shall be kept separate 
and be continued until the principal sum will yield in interest 
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annually a sum ninety per cent of which will suffice to support the 
tribunal, whereupon the nations may cease to make appropria- 
tions and payments in support of the tribunal; that thereafter 
the tribunal may expend ninety per cent of the interest proceeds 
for its support and invest ten per cent, which shall be kept sepa- 
rate and be accumulated for the general purposes of the tri- 
bunal. 
19 

That the armament commission shall be empowered to dis- 
pose of the unnecessary ships, equipment, heavy ordnance and 
other things incident thereto, and order the proceeds therefrom 
paid over to the treasurer to be added to the surplus of the tri- 
bunal and invested in national bonds. 





These precepts are accompanied by a schedule showing the 
names of the nations of the world, arranged alphabetically, 
their approximate population, the approximate number of offi- 
cers and men in the armies and navies, and the cost per annum 
on a peace basis, tabulated from the best obtainable sources; also 
the estimated size of the army of each nation and the number of 
representatives to the congress of the tribunal according to this 
plan. The cost per annum is based on a five years’ average for 
the larger nations. The schedule is divided into two groups, the 
countries marked with the letter (“A”) being the twenty largest, 
many with formidable navies. 

On the world population of 1,624,000,000 there will be 75 
representatives divided among 58 nations. 

The plan provides that the members of the several depart- 
ments are to be from different nations, thus making them thor- 
oughly representative, and for rotation of the members in office, 
and for the control of the commission by the majorities thereof to 
prevent the possibility of the creation of a centralized individual 
power. 

Considering the enormous powers with which the tribunal 
would be endowed under this plan, each participating nation 
should—and in all probability would—most carefully select its 
representative or representatives. These should be citizens of the 
highest repute, probity, distinction and attainments, and it would 
follow that the tribunal and its component parts would thus 
comprise the very best types from all the nations. 
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While all nations should be parties to the precepts, it is 
doubtful if it would be expedient to include every nation in an 
estimate of appropriation and payment to the tribunal, for the 
reason that some of the smaller nations with little or no navies 
and with comparatively small armaments may need their present 
armies for internal protection. To make a conservative presenta- 
tion of the cost of the tribunal as compared with the present cost 
to the nations, the expenditures of twenty foremost nations are 
used. The expenditures of these twenty nations for armaments 
represent about ninety-five per cent of the total and the men in 
their armies and navies represent about eighty-five per cent of the 
total of all men so engaged. 

The total expenditures for the armies and navies of the 
twenty nations on a peace basis amount to $2,405,000,000, di- 
vided $1,568,000,000 for the armies and $837,000,000 for the 
navies. The appropriations and payments to the peace tribunal 
under the proposed plan would be one-third of this amount, 
$522,000,000 for the armies and $279,000,000 for the navies, or 
a total of $801,000,000. It is estimated that these twenty nations 
would expend for their armies fifty per cent of their present 
expenditures or $784,000,000, and ten per cent of present ex- 
penditures for navies on account of the retired list which with in- 
cidentals would amount to $84,000,000 or a total of $868,000,000. 
This would make the total expenditures for these twenty nations 
$1,669,000,000, as compared with expenditures of $2,405,000,000 
on a peace basis, resulting in an immediate and direct saving of 
$736,000,000 per annum, which will be increased as the retired 
list decreases and to which after twenty-five years will be added 
the annual amount that in the meantime will be paid to the 
tribunal, as after that time further payments to the tribunal will 
not be necessary, making a direct saving after the twenty-five 
years period of $1,537,000,000 per annum for the twenty nations 
in the group. In addition to this immediate and direct saving 
which would naturally go to increase the wealth of the various 
nations, the indirect savings would be incalculable but would 
none the less visibly affect every nation of the world. 

On this basis, the peace tribunal would have available $8o1,- 
000,000 per annum, one-half of which, or $400,500,000, invested 
and compounded annually for twenty-five years at three per cent, 
would produce about $15,000,000,000, three per cent of which, or 
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$450,000,000, would be the approximate annual income. Of this 
amount ninety per cent, or $405,000,000, would be more than 
sufficient to maintain the peace tribunal thereafter without any 
expense to the nations and leave annually over $45,000,000 to be 
invested and compounded as a reserve fund. The other half, 
$400,500,000, would be available for the use of the tribunal, which 
would require annually approximately for its civil organization 
$5,000,000 and for its armaments $395,500,000. 

The expenditures for the congress, judiciary, and the com- 
missions of $5,000,000 include, roughly estimated, 75 representa- 
tives to the congress at $10,000 each, $750,000, and mileage and 
contingencies $250,000, or $1,000,000 ; 9 members of the judiciary, 
9 civil commissioners, and 9 armament commissioners, 27 in all, 
at $25,000 each, $675,000, and contingencies, $325,000, or $1,- 
000,000 ; and a civil staff of deputies, chiefs, clerks, translators, 
marshals, messengers and others, say 900, at salaries ranging 
from the deputies at $7,500, and scaling down for chiefs of 
bureaus, clerks, translators and others to the messengers at $500 
each, an aggregate of $1,500,000, with contingencies $500,000, 
making a total of $2,000,000; and allowances for rent of offices 
and other contingencies of another $1,000,000. 

The estimate of the armament, $395,500,000, covers the land 
forces of approximately 650,000 at an average cost per annum 
of $500 each, $325,000,000; men, maintenance and operation of 
ships at a trifle less than ten per cent of the aggregate of all the 
navies of the world, $70,000,000; and incidental office expenses 
of the general staffs $500,000. 

The land forces as provided by these precepts should be 
divided so that they would be stationed in various parts of the 
world approximately as follows: 


Weosdete: BarGee o.sccccclnnsvnessecdvanedabsuesen 100,000 
Comte TCOUE oo vcncitdiaess Kicbbanntenbeaeee cen 100,000 
Southensiawh BUrOee eos scsccccccesncevesasecsvecve 50 000 
BOGGGOE PTIIOD ccdcacicccscvcccoseewisnvenes esses 50,000 
OG: TRI 5 a5k oo con0esscncche ee hise sasewes 50,000 
PORNERON: TURD wounds bonseahareees Kanbees eu tdwaeun 50,000 
ee GN... 4 «4 kaso gh whebenean wel ec ae eereitiiics 50,000 
BEGTU PGITIOR. oon ccccccuswesecesctuesipeensennesa 100,000 
Beets AMMTIRR. 6... 0s0 céncnscsccessesdeytabeaeeneel 100,000 


It should be provided further by the general staff that not more 
than approximately twenty-five per cent of the forces stationed in 
the territory of any nation shall be natives of that particular 
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nation, and all of these forces should be moved from time to 
time and from place to place to meet the exigencies of the tri- 
bunal. 

The sea forces would be similarly divided between the waters 
of the principal nations and similarly moved about to meet the 
exigencies of the tribunal. 

The number of men in the armies and navies of the nations of 
the world, on a peace basis, is approximately 6,960,000. It is es- 
timated that for the armament of the peace tribunal there would 
be required 700,000 men—land forces 650,000, sea forces 50,000— 
and for the sianding armies of the nations and retired lists less 
than 900,000 men, making available over 5,000,000 disciplined 
men whose occupation in peaceful pursuits would add materially 
to the world’s economic value. 

All of the approximations and estimates have been prepared 
with care and are believed to be conservative, but they are in- 
tended to be illustrative and illuminative only. 

If the causes of modern wars be analyzed and considered in 
connection with the proposed plan, it is apparent that under every 
condition a tribunal such as is proposed would have had absolute 
control of the situation and would have prevented hostilities be- 
tween the nations. 








Legal Principles Governing the Determination 
of Partnership Assets 


By CLEAVELAND R. Cross, A.B., LL.B. 


The principles of partnership law have an important place in 
the legal regulations affecting the acquisition and disposition of 
property, and not infrequently is title to property, especially 
with reference to real estate, improperly determined because 
of the confusion of writers and judges in the application of the 
rules governing the distinction between individual and partner- 
ship title to property. It is the purpose of this article to con- 
sider briefly the real nature of a partnership, the true test in 
determining its existence, and to suggest the fundamental rules 
of distinction between individual and partnership property. 

In most jurisdictions in the United States partnership asso- 
ciations are governed by the common law, and not, as in Eng- 
land, by statutory enactment. Consequently, in America, the 
subject of partnership law is little more than a development 
of inconsistent and diversified mercantile and trading customs, 
having its inception in the recognition by the English courts of 
the customs of merchants as settled law. This law is com- 
monly referred to as the law merchant, and defined as “that 
general body of commercial usages in matters relating to com- 
merce, consisting of certain principles of equity and usages of 
trade which general convenience and a common sense of justice 
have established to regulate the dealings of merchants and 
mariners in all the commercjal countries of the civilized world.” 
Unfortunately, because of the confused notion of the early 
English jurists that the mercantile customs applicable to the 
facts of a case, as well as the facts themselves, were within the 
province of the jury, rather than of the judge, for determination, 
the carly reported cases were without definite statement of law, 
and amounted to slightly more than an indefinite statement of 
fact and custom. 

The “quasi entity of the firm” theory of partnership, result- 
ing from the constant refusal of the common law to grant any 
personification to the firm, in contrast with modern statutory 
regulations permitting the firm to sue and be sued in its firm 
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name and clothing it with individuality for other incidental pur- 
poses, is in direct antagonism to the so-called mercantile and 
accounting view, which, for all purposes, treats the firm as a 
separate entity similar to that of a corporation. 

The result of this variance between the legal and mercantile 
view of partnership is that, in the face of the long settled legal 
principle that the law does not surprise parties into a partner- 
ship, there is probably no branch of the civil law so full of sur- 
prises to the layman. For example, a partner cannot be guilty of 
larceny for wrongful appropriation of partnership assets, for he 
cannot steal from himself. And a partner selling his interest 
in the enterprise to his co-partner cannot thereafter recover an 
unpaid portion of his stipulated salary or the amount of a loan 
made by him to the firm, since all amounts due him from the 
enterprise are presumed to have been accounted for in the 
determination of the price demanded by him for his interest. 
Such conclusions, while the logical result of the non entity theory 
of partnership, are far from the understanding of persons who 
enter into a partnership enterprise. 

These contradictory and illogical principles of ‘partnership 
law are applied today to a vastly different subject matter than 
at the beginning of the law merchant. Where partnership 
associations were at first limited in their use to merchandising 
and trading, today, in spite of the rapid and wide-spread devel- 
opment of corporate proprietorship, they involve every occupa- 
tion and profession, and much more extensively than formerly 
include single ventures and undertakings of an unusual and 
extraordinary character. Thus, the whole significance of the 
law of partnership in the world of business has changed. Its 
principles, where at first more generally invoked to determine 
the mutual rights and obligations of confessed partners, are now 
employed more frequently in the determination of the existence 
of the partnership relation itself. Peculiarly is this true in re- 
lation to transactions involving the purchase, operation and 
management of real estate, and persons are often surprised, and 
not always by correct conclusion, into a partnership relation as 
regards the ownership of real estate, when formerly, by reason 
of the limited application of partnership law, they would have 
been regarded as owners in common or as co-tenants—a rela- 
tion which had received particular and detailed legal considera- 
tion long before partnership associations were recognized by 
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the courts. For example, in a recent action for the specific per- 
formance of a contract to convey real estate, the court attempted 
to enforce the right of the plaintiff by holding that the property 
involved was partnership property, and not the individual prop- 
erty of the apparent co-tenants; that, since the defendant was a 
surviving partner, and, therefore, under the statute, entitled to 
purchase all of the partnership assets, he alone was the real 
owner of the property, and, that, therefore, the plaintiff could 
secure specific performance of his contract to convey, without 
consideration of the widow and heirs of the deceased partner. 
Here there was no express agreement between the parties to 
show an intention that the property was owned by them as part- 
ners. Neither was there such conduct of the owners of the 
property as to justify the court in implying a contract of part- 
nership in the property. Nor had any representation been made 
by the defendant to the plaintiff estopping the defendant from 
denying that he was, in the ownership of the property, a partner 
with the deceased co-owner. But, unless there is a contract, 
express, or implied from conduct, or unless the party sought 
to be charged with the partnership relation is estopped from 
denying that he is a partner when permitting the party seeking 
so to charge him to believe that he is, there can be no partnership. 
In the above case the court failed to consider the relation be- 
tween the party sought to be charged as a partner and the party 
seeking to enforce a collateral right in property not based upon 
a primary obligation of the partrership, or of one or more of 
the partners as such. Property should never be considered as 
partnership property merely for the purpose of enforcing col- 
lateral rights of third persons, unless the relation of partnership 
in its ownership can be determined from contract, express or 
implied, or upon the principle of estoppel. 

The determination of the true test in distinguishing partner- 
ship property from individual property depends upon a clear 
and proper understanding of the partnership relation. This rela- 
tion is defined by Chancellor Kent as resulting from “a contract 
of two or more competent persons who place their money, effects, 
labor and skill, or some one, or all of them, in lawful commerce 
or business, and to divide the loss or profits in certain propor- 
tions.” It is created by contract, express or implied, and is as 
commonly implied from the conduct of the parties as determined 
by express agreement. This is true not only with reference to 
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disputes between one or more of the partners and third persons, 
but also as between the partners themselves; but the relation will 
be implied from the conduct of the parties only when such con- 
duct establishes their intention to enter into the partnership rela- 
tion, except in those cases where the evidence shows no intention 
to form a partnership, but where one or more of the parties is 
charged with the obligations of a partner upon the principle of 
estoppel which bars him from denying that he is a partner, when 
by his conduct, he permitted the parties seeking to charge him 
as such to believe that he was. Accordingly, a party may be 
held liable as a partner by estoppel without being entitled to 
partnership privileges and rights. 

Thus, aside from the creation of partnership by estoppel, the 
true test of partnership is the intention of the parties. It is not, 
as is often stated, the sharing of profits. Profits may be a basis 
of compensation or a mode of computing interest for loans of 
money or other property, and, in fact, is, in modern commercial 
relations, as often a method of compensation of agents as it is 
incident to the partnership relation. 

The evidence must show that it was the intention of the 
parties that the business or enterprise should be carried on in 
behalf of each party. The sharing of profits is more a right 
growing out of the partnership relation than a test of its exist- 
ence. If there is such a participation in profits as to establish 
the relation of principal and agent between persons taking the 
profits or part of them and those actually carrying on the busi- 
ness, there is clearly shown the intention necessary to establish 
the partnership relation. There then results a liability of those 
in whose behalf the business is carried on to the debts of the 
trade and a right to share in its profits. It is not correct to say 
that the fact that the parties are entitled to share in the profits 
makes them liable to the debts of the business, or that the fact 
that they are so liable entitles them to share in its profits, but 
rather, the same thing which entitles them to the profits of the 
enterprise makes them liable to its obligations. This thing or 
circumstance is mutual agency, or co-proprietorship, and has 
been defined as “the existence of such conditions and facts as 
clearly indicate that the business was carried on in behalf of 
the person sought to be charged as a partner.” Thus, an agent 
merely receiving his compensation or part of it in the form of a 
percentage of net profits is not a partner, the business not being 
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carried on in his behalf. In fact, he is employed to carry on the 
business in behalf of others, without co-ownership therein. 

The foregoing rules furnish a sufficient test to determine part- 
nership upon the theory of its creation by contract, express or 
implied, but there may be an entire absence of any evidence of 
mutual agency, and yet one of the parties connected with the 
enterprise may be liable as a partner therein as against a third 
person who has been misled by his conduct. This is upon the 
principle of estoppel referred to above. Estoppel is defined as 
“that bar which the law raises to prevent a man from proving 
that a fact is contrary to what he represents it to be,” and is 
based upon the principle that a man “who has been silent as 
to his rights when he should have spoken should not be heard 
to speak when he ought to be silent.” 

The obligations of partnership cannot be imposed upon a 
party who is not, as between himself and the others connected 
in the enterprise or ownership of property, a partner, either by 
express agreement or by implication from his conduct, except 
where the person seeking to charge him with such liability has 
been misled by his conduct. Therefore, the partnership relation, 
either in the conduct of business or the ownership of property, 
and either as against all of the parties connected with the enter- 
prise, or one or some of them, cannot, in the absence of expressed 
or implied intention, be imposed by the courts in behalf of a party 
who has not been misled by the conduct of the person against 
whom he asserts his right. It is clearly improper to convert, 
by legal construction, co-tenancy into co-partnership merely for 
the purpose of enforcing some collateral right against one of 
the co-tenants. 

Whether property is a partnership asset or the separate prop- 
erty of the partners can generally be determined by two lines of 
inquiry: first, Was there a partnership directly with respect to 
the property in question? and second, If the property is not the 
foundation of the partnership enterprise, in what circumstances 
does it become an asset of the firm? In considering these two 
lines of inquiry it must be remembered that partnership property 
may be converted by the partners into the separate property 
of one or more of them, and individual property may become 
partnership property by its contribution to the capital of the 
enterprise, or by reason of a loan thereof to the firm, or by im- 
plication from the conduct of the partners in their manner of 
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dealing with it. Therefore, property which forms the basis of 
a partnership enterprise may, by the agreement of the partners, 
express or implied from their conduct, be converted into the 
separate property of one or more of the partners. This usually 
results from a division of profits in property in kind rather than 
in money, or where partners carry on a trade distinct from that 
of the partnership, or where one or more of the partners retire 
from the firm, or new partners are introduced. There are two 
limitations upon the power of the partners, as against creditors, 
to convert firm property into separate property. The con- 
version must not amount to a fraudulent disposition of property 
as against the firm creditors and must be by executed agreement. 
An executory contract does not change the character of the 
property as against creditors of the firm, though it may, of 
course, be enforced in actions between the partners. If, under 
the test of partnership stated above, the property in question 
is found to be the foundation of the partnership enterprise, and 
not a mere contribution of its use by one or more of the part- 
ners in a partnership with respect to the profits to be derived from 
such use, it constitutes partnership property until converted into 
separate property, by agreement of the partners, without fraud 
upon firm creditors and by executed agreement, except that as 
between the partners and those claiming under them, an equit- 
able conversion may result from an executory agreement. 

It is usually more difficult to determine the status of property, 
not the original basis of the partnership, but subsequently used 
in, or derived from, the partnership undertaking. If it forms 
an additional capital contribution or a loan to the working 
capital of the partnership, or is acquired with partnership 
earnings and not distributed as profits, it is firm property. If, 
however, its use only is contributed to the firm, it is not firm 
property as between the partners and those claiming under them, 
nor as against third persons who have not been led to rely upon 
it as partnership property. 

The capital of a partnership is the aggregate of those sums 
or property which are contributed by the partners for the pur- 
pose of carrying on the business and to be risked therein. It 
should not be confused with loans or advances made by the 
partners to the firm, since, upon an accounting, loans will be 
repaid to the lending partners before capital will be distributed. 
Confusion sometimes arises with respect to property contributed 
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for the use of the partnership, but not contributed as capital. 
For example, two partners may each contribute an automobile 
to a livery and transfer business with the intention of having a 
partnership relation only with respect to the profits of the busi- 
ness and not intending to contribute them as capital. Whether 
property used by the partners in carrying on an avowed part- 
nership business is a capital contribution from one or more of 
the partners or remains their separate property can be ascertained 
only by reference to all the circumstances of the case. The cir- 
cumstances especially to be considered are: first, the source of 
the property; second, the purpose for which it is used by the 
partnership; third, the manner of dealing with it; fourth, the 
nature of the property, and fifth, the relationship of the parties 
engaged in the controversy. Brief illustrations will suffice to 
show the significance of these five questions in determining the 
intention of the parties. 

If the partners contribute funds to the capital of the part- 
nership in accordance with their agreement, and the property in 
question is purchased with these funds, clearly the source of the 
property is of such a nature as to indicate strongly the intention 
of the parties that it should be partnership property, and it will 
remain such until converted by the parties into their individual 
ownership. On the other hand, if parties carrying on an estab- 
lished partnership business purchase, with funds not earned by 
the partnership, or borrowed from it so as to constitute a cor- 
responding partnership obligation, the real estate and buildings 
upon which their business has theretofore been carried on, or 
other property for the purpose of carrying on their business, 
the property thus acquired is not necessarily partnership property, 
in the absence of other circumstances tending to show that it 
was their purpose to contribute it as additional capital. And 
even if the property were acquired with the earnings of the 
partnership, other circumstances might indicate the intention of 
the parties that the earnings of the firm with which the property 
was acquired or the property itself, after its acquisition, were 
distributed as profits and the property, therefore, acquired as 
the individual property of the partners, and thereafter held by 
them as co-tenants, rather than as co-partners. However, all 
of these cases might be further affected by the relationship of 
the party seeking to charge the property in question as partner- 
ship property, and also by the manner with which it was dealt 
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after its acquisition. For example, property acquired by the 
partners by funds distributed as profits, but thereafter used in 
the partnership business, might not, as between the surviving 
partner and the heirs of the deceased partner, be considered part- 
nership property so as to entitle the surviving partner to pur- 
chase through probate court proceedings as provided by law, 
when as against a creditor of the partnership, by reason of the 
partners’ mode of dealing with the property and the relationship 
of the party seeking to charge the property as partnership prop- 
erty, with them, namely, that of one entitled to enforce a part- 
nership upon the principle of estoppel, the property would be 
held to be partnership property, as between such creditor of the 
partnership and the individual creditors of the partners. 

The purpose for which property is acquired may indicate the 
intention of the parties as to the nature of its ownership. If 
the property is acquired with the earnings of the partnership 
apparently distributed as profits, and thereafter is used in the 
partnership business, and necessary for the convenience of the 
business, there is a presumption that it is partnership property, 
but if it is acquired for an unrelated purpose and held merely 
as an investment of the partners, it may be considered as dis- 
tributed as profits and thereby converted into the separate prop- 
erty of the individual partners. 

The manner of dealing with the property, whether it is ac- 
quired with partnership earnings or with the individual invest- 
ment of the partners, not only may throw light upon the intention 
as to its ownership, but further, regardless of the intention, may 
result in a partnership therein upon the principle of estoppel, if 
such mode of dealing misleads third persons into the belief that 
the property is in fact partnership property. 

The settled policy of the law requires stronger evidence 
to show that real estate is partnership property than is demanded 
in the case of personal property. This results largely from the 
fact that partnership in the beginning related merely to merchan- 
dising and trading enterprises, and real estate was not, until 
comparatively modern times, a subject of merchandising. This 
conclusion would perhaps be illogical were it not for the fact 
that co-ownership of real estate in co-tenancy was a definite 
legal relation before partnership associations came into existence, 
and because partnership associations did not for a long time in- 
clude dealing in real estate. There should, therefore, be stronger 
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proof that the apparent relation of co-tenancy is in fact a co- 
partnership. This principle is further required for the proper 
protection of bona fide purchasers of real estate relying upon the 
record title thereto, it being the rule and custom that title to 
partnership real estate is taken in the individual names of the 
co-partners, and therefore in much the same manner as title is 
taken in the case of co-tenancy, whereas title to personal prop- 
erty may be taken in the name of the partnership. Thus the 
nature of the property is an important factor in fixing the status 
of property as a firm or individual asset. 

But even the determination of the intention of the parties by 
reference to the source of the property involved, the purpose 
for which it is acquired, the manner with which it is dealt, and 
the nature of the property itself, will depend to a very great extent 
upon the relationship between the party seeking to avoid the con- 
clusion of partnership and the party seeking to charge the prop- 
erty with the incidents of partnership. This relationship is 
threefold. The parties may be only the partners themselves, or 
those claiming title or rights under them; they may include third 
persons who have relied upon conduct or representations to the 
end that they have parted with value upon the premise that the 
property is a partnership asset; or they may include persons at- 
tempting to establish collateral rights against one of the owners 
and unable to perfect their title except upon the establishment 
of the property as joint partnership property, and not as the 
separate property of the apparent owners. In the last of the 
three relationships, property should be administered as partner- 
ship property only where the parties themselves are plainly seek- 
ing to avoid a collateral obligation by denying what the evidence 
and circumstances clearly show, namely, that the property was in 
fact, as between themselves, partnership property. But if, as 
between themselves, it was not in fact partnership property, 
then, as to those seeking to establish collateral rights, it should 
be considered as the separate property of the co-owners, which 
in fact, it was. But if, as in the second relationship, there was 
a misrepresentation, express or implied from conduct, those 
entitled to rely upon the misrepresentation, to the extent that 
it may be binging upon all the owners, should prevail in their 
assertion of partnership proprietorship. In the first relation- 
ship there must be the clearest possible evidence of express or 
implied agreement of partnership in the property. 
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Inquiry into circumstances other than those named will 
afford assistance in the determination of partnership assets, and 
may perhaps be considered by many as equally important as 
evidence in the process of such determination. However, the 
writer believes that a thorough consideration of the circumstances 
and rules stated will generally lead the investigator to a correct 
conclusion. 

After the establishment of the status of the property as a 
partnership or individual asset, there logically follows the ques- 
tion of effect in its administration and its position in relation to 
other subjects of law and accounting. Space allotted is too brief 
for a consideration of this further inquiry. It is an interesting 
and important subject in accountancy as well as in law. 
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The Minnesota Express Rate Case* 
A STATEMENT AND ANALYSIS 
By Rosert H. Tucker 


The Minnesota express rate case, with its accompanying in- 
vestigation, is significant chiefly for its contribution to the 
methods of determining state revenues and state expenses in 
the express business. 

The purpose of the suit was, in the words of the opening 
plea of counsel for the state, to show that the company’s “tariff 
of rates and each rate therein mentioned is unequal, unreasonable, 
discriminatory and extortionate; that seventy-five per centum of 
each said rate would be a reasonable rate.” The method pursued 
in attempting to show this may be called the accounting, or 
expense unit, method. In other words, the state endeavored to 
prove, both by direct testimony and by a striking series of ex- 
hibits, that the gains of the company as a whole were excessive, 
and that in the state of Minnesota the percentage of gross earn- 
ings paid to the railroads—s5 per cent—was unduly large and 
the net profits of the company were out of all proportion to the 
investment or service involved. The great bulk of evidence 
offered was designed to establish the last named contention, and 
it is with this that the present article has mainly to deal. 

* * * * * 

The first step in the computation was to determine the value 
of the property used by the company in Minnesota express 
operations. The items of real estate and buildings, horses, 
wagons, trucks, etc. were taken directly from the reports and 
inventories of the company; also office furniture and other gen- 
eral equipment in the state. Minnesota’s proportion of the 
general office building, of the general office furniture and fixtures 
and of current assets was placed at 1.95256 per cent, the per- 
centage which the Minnesota earnings for the two months in 
question bore to the earnings of the entire system. Messenger 





*Minnesota Railrond and Warchouse Commission: State of Minnesota vs. 
Wells Farvo £ Co., Express. By agreement between the commission and the 
companies concerned the investigation was limited to the business of Wells, 
Fargo & Co., and the months of August and December, 1909, were taken as 
typical of the year. 
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safes and trunks and car safes were brought into Minnesota on 
the basts of Minnesota trainmen’s wages in relation to train- 
men’s wages for the entire line, the reason for following this 
method being that the practice of reporting these items for in- 
ventory wherever they happened to be would not indicate their 
use in Minnesota. Material and supplies on hand were calcu- 
lated on the basis of the percentage of Minnesota equipment 
to equipment on the entire line, and unexpired insurance on the 
basis of Minnesota real estate and equipment to the real estate 
and equipment of the entire line. According to these figures, 
the total amount of property used by Wells, Fargo & Co. for | 
express purposes in the state of Minnesota was fixed at $127,- 
515.21 and the total of property used exclusively for intrastate 
business at $49,430.32. 

The most difficult problem in connection with the investiga- | 





tion was the allocation of operating expenses for the two months 
to the state of Minnesota. The first step in this division was 

to ascertain, item by item, the expenses of the entire company for 
August and December, 1909. The figures here were taken in 
the main from the books of the company, but there were a few 
exceptions. Some of these, such as buildings, fixtures and 
grounds, car repairs and depreciation, vehicle repairs, stable and 
transportation equipment, and loss and damage accounts were 
taken on the basis of monthly averages for the year. Still others— 
horses, vehicle renewals, and office equipment—were com- 
puted on the basis of monthly averages for two years. The 
items last named were taken over a period of two years because 
of the wide variation in these accounts from year to year. 

The column of expenses for the entire company having been 
established, the next step was to allocate the portion under each 
item chargeable to the state of Minnesota. The problem here 
was both delicate and difficult, and the method pursued was one 
of great interest and value. Each item was handled separately, 
but the allocations may be grouped under seven general heads, 
as follows: 

(1) Directly from the books and records of the company: ° 
maintaining joint facilities, Cr.; office employees; commissions ; 
wagon employees ; office supplies and expenses ; rent local offices; 





stable supplies and expenses; train employees; transfer em- r 
ployees; transfer expenses; operating joint facilities, Cr.; 
horses. 
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(2) Percentage of Minnesota earnings to earnings of entire 
line: maintenance of traffic; outside agencies; adverti8ing; sta- 
tionery and printing (traffic) ; traffic associations; other traffic 
expenses ; loss and damage—freight, money, property and injury 
to persons. 

(3) Percentage of Minnesota valuation to valuation, entire 
line: maintenance of buildings, fixtures and grounds; main- 
tenance of office equipment; vehicle repairs; vehicle renewals; 
maintenance of stable equipment. 

(4) Minnesota percentage of offices and stations: stationery 
and printing (transportation). 

(5) Percentage of Minnesota trainmen’s wages to trainmen’s 
wages, entire line: transportation equipment. 

(6) Minnesota percentage of messenger mileage: train sup- 
plies and expenses. 

(7) Percentage of a certain block of accounts to a similar 
block of accounts for the entire line: superintendence of main- 
tenance ; superintendence of transportation; other transportation 
expenses; general expenses. 

In separating interstate and intrastate expenses the prin- 
ciple followed was the same as the foregoing, but the bases were 
slightly different, the new principles introduced being based 
upon earnings, packages, transactions and weights at interested 
points. 

Having established the expenses chargeable to the state of 
Minnesota and having divided these expenses between inter- 
state and intrastate business, the investigation goes a step farther 
and sets up a column of items entitled “inter within state.” By 
this was meant the state expenses on business extending from 
Minnesota to outside points and from outside points into Minne- 
sota. This part of the investigation had to do chiefly with 
terminal expenses, and some assumption was necessary, since 
expenses outside of Minnesota were not analyzed to determine 
how much the packages which came into Minnesota bore of the 
terminal expenses when they reached the line. The assumption 
was that the terminal expenses were the same, whether the pack- 
ages were going out or coming in, and the plan followed was 
simply to take the expenses which had been projected out of 
the state and double them. 

Following this plan the projection of interstate expenses 
was made mainly upon the basis of earnings. The Minnesota 
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percentage of interstate earnings was 29.588, which was doubled. 
The resulting percentage was then applied to all the accounts 
under maintenance except maintaining joint facilities, Cr., the 
latter being omitted because the debits and credits under this 
item on the entire line were almost on a parity. Under traffic, 
all accounts were brought over in entirety from the intrastate 
column. The same percentage that was applied under main- 
tenance was also applied to the items under transportation. 
Train employees and train supplies and expenses, however, were 
brought over directly from the intrastate column, and general 
expenses were taken, as usual, upon the basis of all preceding 
accounts. 

We have already noticed that the value of property devoted 
to purely intrastate business was placed at $49,430.32, and that 
of property used by the company in all Minnesota express opera- 
tions at $127,515.51. By finding the percentage of the total of 
“inter within state” expenses to the total of interstate expenses— 
a trifle over 79 per cent—and applying that percentage to the 
difference between the total property used in Minnesota express 
and the amount of property used exclusively in intrastate busi- 
ness, $60,635.49 was obtained as the amount devoted to inter- 
state of Minnesota. The value of the property used in Minne- 
sota business was thus established at $110,065.81. From these 
figures and from the expenses and net revenues already ob- 
tained * the percentages of net return on the property used in 
the state were shown to be: intra—19.853 per cent; inter—74.- 
703 per cent; total for Minnesota—so.070 per cent. 

In addition to the figures on the direct business of the com- 
pany in the state, the investigation brought out indirectly a 
number of interesting facts of a general nature. One of the con- 
tentions of the state, for example, was that the percentage of 
gross earnings paid to the railroads for express privileges was 
unduly high. In this connection it was shown that the Chicago, 
Milwaukee and St. Paul Railroad entered into a contract with 
the United States Express Company for ten years from March 1, 
1894, on the basis of 40 per cent of gross earnings; that the per- 
centage was increased on April 30, 1904, to 45 per cent and on 
July 9, 1907, to 50 per cent; and that when Wells, Fargo & Co. 
succeeded to the business on this road in 1909 the rate was in- 


*Express earn'nes were shown in state exhibits 6, 7 and 8. The figures 
here were in substantial agreement with those presented by the company. 
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creased to 55 per cent. It was also shown that about half of 
the company’s contracts called for 55 per cent, while the rest 
called for 50 per cent or less, some being as low as 40 per cent; 
that the percentage of return on the intrastate investment would 
have been more than doubled, had the cost of express privileges 
been the same in Minnesota as the average paid on the entire 
line *; and that while passenger earnings on the Milwaukee road 
showed an increase of 64.579 per cent between 1893 and 1909, 
the express earnings of the road increased in the same time 
150.224 per cent. 

Some important data, too, were brought out concerning the 
capitalization and present condition of the company. The present 
Wells, Fargo & Co. was formed in 1859 by the amalgamation 
of Wells, Fargo & Co. and several other companies, and was 
capitalized at that time at $5,000,000. This was subsequently 
increased to $6,500,000 and later, in 1893, to $8,000,000. In 
1909 the capital stock was increased to $24,000,000, the $16,- 
000,000 being an extra stock dividend in addition to a cash 
dividend of $8,000,000 and the regular dividend of 10 per cent 
for the year. The company still had a surplus of $3,657,000 in 
1910. The point was also made that of the $34,000,000 assets 
of Wells, Fargo & Co. only about $6,000,000 was ‘devoted to 
the express business, and that the company could go out of the 
transportation business entirely and still pay annual dividends 
of more than 6 per cent on its capital stock. 

The attack of counsel for the company was ¢onducted along 
three main lines, comprising: (1) an attempt to discredit the 
figures in a general way by showing here and there inaccuracies 
of assumption and detail; (2) objection to the use of the factor 
6 in bringing certain of the yearly accounts to a monthly, or 
rather a bimonthly, basis and the use of the factor 5.426 in 
translating certain other accounts into a yearly basis; (3) a very 
vigorous protest against the inclusion of earnings from other 
than express operations in the Minnesota revenue, particularly 
when these earnings accrued on business outside of the state 
of Minnesota. These points are important, and it is only natural 








* The contention of the company that although It has a 40 per cent contract 
with the Southern Parifie Railroad. for example, it is in reality paying 50 
per cent or 55 per cent by reason of an initial payment in its own stock at the 
time the contract was wode, has been answered in a recent decision of the 
California railroad commiecsion. It is shown there that, prorating the initial 
payment over the life of the contract. the company is now paying the railroad 
40.8 per cent of its gross. Railrovd Commission of California. Decision No. 841. 
In the Mutter of Schedules, cic. of Wells, Furgo & Co., August 1, 19138, p. 57. 
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that a consideration of the details in connection with them should 
have developed some irreconcilable differences of opinion. 

(1) As a preliminary step in showing the untrustworthiness 
of the figures and the assumptions of the investigation, the de- 
fense raised the point that localizing expenses was always more 
accurate than generalizing and lumping them together. An at- 
tempt was made to apply this principle in both a general and a 
specific way, and much emphasis was laid upon the fact that the 
figures were not the actual figures for any particular year or any 
particular month, but merely general averages made up from 
expenses and revenues extending over a year and sometimes 
over two years. 

In this connection, the defense maintained that placing the 
general office furniture and fixtures at 10 per cent of the office 
furniture and fixtures of the entire line was an assumption and 
not based upon actual figures; that the amount for fixtures and 
grounds did not represent an actual charge to Minnesota, but 
an estimate of the Minnesota portion of the monthly average 
for the entire line, on the basis which buildings and grounds for 
Minnesota showed to buildings and grounds for the entire line; 
and that the amount set aside for office equipment, for horses, 
and for stable and transportation equipment represented not the 
actual expense for the two months, but merely a monthly average 
for the entire line and an apportionment to Minnesota on the 
basis of relative valuation. Objection was also made to the 
division between state and interstate of several of the accounts 
under maintenance, and of several of the accounts under traffic, 
on the basis of Minnesota earnings to the earnings of the entire 
line. Finally, question was raised as to why after buildings and 
fixtures were brought into the state on valuation prorate they 
were divided between state and interstate on the basis of weights 
at interested points, while office equipment was divided between 
state and interstate on the basis of transactions. Why adopt 
transactions with reference to the furniture and weights with 
reference to the buildings themselves? 

The answers to these objections, and to others similar to 
them, were brought out pretty clearly in the testimony. In the 
first place, the figures were localized to a very great extent, and 
many of the computations were made directly from the books of 
the company. The accounts were averaged for an extended 
period only when it seemed to make it fairer to do this, and in 
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some cases at least the advantage in this procedure was on the 
side of the company. ‘Take, for instance, the item of office 
furniture. The records showed that the total amount spent for 
this purpose in 1909 was $89,025.66, while the amount spent 
in 1910 was only $11,950.96. A similar variation was true of 
expenditures for horses, the amounts being $103,952.68 in 1909 
and $63,509 in 1910. It would have been manifestly unfair to 
use a single year in either instance in arriving at an average for 
two months. In fact, the estimate would have been more ac- 
curate if it had been made from an average taken over a longer 
period of time. 

Of course, the objection to the assumption concerning the 
relation between state and interstate earnings can be answered 
in only one way: that it is an assumption which is probably as 
accurate as any other assumption would be in the absence of 
investigation of the actual physical business. The point raised 
in. connection with the allocation of expenses for buildings and 
fixtures was very effectively met by a reply of the chief witness 
for the prosecution that “the employees use the office equip- 
ment while the weights wear the buildings”; in other words, that 
the use factor and the cost factor were practically identical here. 
But apart from all this, the fact must be kept in mind that what 
the commission is trying to determine here is not exact figures, 
but representative or approximate figures, figures applicable in 
rate making not for one year but for many years. In so far as 
averages and estimates over a long period of time can be made 
representative and fair, so much the better do they serve for the 
purposes in hand. 

(2) In order to get a clear idea of the issue concerning the 
use of the factor 5.426, itis necessary to understand fully the 
method followed by the accountants in making their computa- 
tions. It will be remembered that the representatives of the com- 
mission and those of the company had agreed upon the months 
of August and December as being typical of the express busi- 
ness for the year. And so in dealing with the expense accounts 
the accountants arrived at the monthly averages, or rather the 
averages for two months, by taking the expenses for one year or 
for two years and dividing them by six or twelve, as the case 
might require. The revenue accounts, on the other hand, were 
compiled directly for August and December, and when the ex- 
penses were subtracted and net earnings obtained, it became 
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necessary to translate the latter into a yearly basis. The natural 
assumption is that this would be accomplished simply by multi- 
plying by the factor 6. Examination of the revenue accounts for 
the two months and for the year, however, showed that the two 
months taken were not precisely typical as regards total earn- 
ings, the exact relation being 5.426 as against the time factor 6. 

The contention of the defense was that multiplying net 
earnings by 5.426 was in effect multiplying the gross expense and 
the gross revenue by the same sum, since it was multiplying the 
difference between these two sums by the same amount; that 
it was inaccurate and unfair to use the factor 6 in bringing ex- 
penses to a monthly basis and then to use the factor 5.426 to 
translate the difference between expenses and earnings back into 
a yearly basis; and that juggling the figures back and forth had 
caused an apparent shrinkage. of 10 per cent in the expenses of 
the company. These propositions the company attempted to 
establish by a line of reasoning very ingenious but too intricate 
and involved to permit satisfactory exposition here. 

The position of the state was as follows: These expenses do 
not to any large extent accrue on the basis of earnings. Most 
of these items run along pretty evenly from month to month; 
the time factor is greater than that of wear and tear. The ex- 
penses are thus much more nearly even, from month to month, 
than earnings, and the difference is sufficiently great to justify 
taking the two things on a slightly different basis. After all, 
the total charges under the various heads are supposed to repre- 
sent averages rather than actual expenditures, and there is an 
important distinction between expenditures and expenses. In 
so far as the maintenance accounts were concerned, it was 
shown that the use of the factor 5.426 would produce only 
$632.27 less than the sum actually expended by the company, 
and that in extending certain of the accounts over two years the 
amount charged for the two months, $78,972.43 was actually 
$7,449.65 more than it would have been, had it been taken on the 
basis of a monthly charge for the year. In the loss and damage 
accounts it was admitted that the product would be $22,763.57 
less than the actual charge to these accounts, but the claim was 
made that this would be absorbed in the process of account- 
ing by the other months which were not brought directly into 
the calculation. It was further urged by the state that any re- 
duction in the amount taken as the total earnings for the year 
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would necessitate a corresponding reduction in the amount of 
property devoted to express use, in this case about 7.372 per cent; 
but the process by which this is to be done is not made entirely 
clear. 

To the lay mind the whole controversy over the use of the 
factor 5.426 seems unnecessary and unjustifiable. The point 
made by the state that expenses run along pretty evenly from 
month to month, while earnings show marked variations, is 
well taken. The correctness of this position is very clearly illus- 
trated by the accounts of two months in question. The Minne- 
sota operating revenue for the month of August, for example, 
was $15,526.50 and the operating expenses were $7,337.58. The 
corresporiding figures for December were $24,390.14 and $8,- 
720.64, a difference of only about 20 per cent in expenses but of 
nearly 60 per cent in revenue. 

But the crux of the whole matter escaped both the prosecu- 
tion and the defense. It did not seem to occur to either side 
that expenses are one thing and revenues are another thing and 
that the difference between them—net profit—is still another 
and a different thing; and that because one factor was used in 
bringing one of these to a monthly basis it did not follow at all 
that the same factor should be used in bringing the other to a 
yearly basis. The only question is whether the factors used 
are the correct factors in each instance, and so far as this last 
is concerned, the state succeeded in establishing its position 
pretty securely. With expenses divided by six to bring them to 
a basis of two months and the net profits of the same two months 
multiplied by 5.426 to bring them to a yearly basis, the advan- 
tage is clearly on the side. of the company, and it is hard to see 
what purpose the controversy could serve except, perhaps, that 
of beclouding the issue. 

(3) But the main attack of the company was centered around 
the question of including in the earnings of the state of Minne- 
sota earnings from operations other than transportation, and 
here with greater show of reason. These earnings comprised 
the earnings on custom house brokerage fees, commission depart- 
ment, rent of buildings and other property, money orders, travel- 
ers’ cheques, C.O.D. cheques, telegraphic transfers, letters of 
credit, other revenue of financial department and miscellaneous 
revenue. It was found that these earnings bore a proportion of 
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1.7287 per cent to the total earnings of the company. In order 
to obtain the Minnesota portion, this percentage was applied in 
turn to “each of the earnings from revenue as shown intra in 
the state of Minnesota or total to the state of Minnesota as the 
case might be.” The state did not hesitate to admit that no 
investigation had been made as to what portion, if any, of these 
earnings actually accrued in Minnesota, the contention being 
that the expenses for these items had been charged up in the 
forty-nine primary accounts and that the state of Minnesota, 
having borne its part of these expenses, was entitled to a portion 
of the revenue from these sources, no matter where the revenue 
accrued. The principle involved and the attitude of the repre- 
sentatives of the opposing sides can best be shown by the follow- 
ing extracts from the testimony: 


“Q. Under what possibility therefore do you put custom house broker- 
age fees as accruing in Minnesota? 

“A. For the reason that I have just stated that in these miscellaneous 
earnings the expenses are included in your total expenses. 

“Q. In our total expenses? 

“A. Yes, sir; the intrastate have stood their proportion of the total 
expenses of Wells, Fargo & Co., and having stood their proportion of 
expenses they are entitled to their proportion of the miscellaneous 
earnings.” * 

* * . . * 

“OQ. If you charge a proportion of the rental of the buildings outside 
of Minnesota as earnings in Minnesota, should you not also charge to 
your property account a proportion of the value of those buildings as 
property devoted to use in Minnesota? 

“A. No, sir; I think not. 

“QO. You think you can take the earnings without affecting the 
property? 

“A. I think so; yes, sir; outside of operation. 

“Q. In other words, if the express property in Minnesota amounted 
to $1,000 and the express company had one million dollars outside of 
Minnesota of property which was rented, you would think it proper to 
take a portion of these rentals into your ‘Minnesota account as earnings, 
but not to charge up any portion of the property as devoted to public 
use, would you? 

“A. Yes, sir; it is understood in this account that none of this rental 
of these buildings would accrue -— that is, it is the portion of the build- 
ings which is not used in operation which is rented.” ¢ 


The question involved is a debatable one, but this much seems 
clear: in so far as the expenses from operation other than trans- 
portation found their way into the general expenses and thus 
into the expenses allotted to Minnesota, the state is entirely justifi- 
able in claiming a corresponding portion of the earnings from 





*State of Minnesota vs. Wells. Farco & Co., Express, p. 284. 
t State of Minnesota vs. Wells, Faryo & Co., Express, p. 379. 
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these operations; in so far, however, as the outside business was 
local in its nature and the expenses of it covered by purely local 
expenses, and in so far as the revenue accrued on a separate and 
distinct foreign investment, the company is secure in its con- 
tention. It is unfortunate that the. results of any part of the 
investigation should hinge so largely upon a question which, to 
say the least, is doubtful. Yet this is certainly true in the case 
of net earnings on the intrastate business of Minnesota, where 
the omission of earnings on operations other than transportation 
would reduce the percentage on the investment from 19.853 
per cent to 12.279 per cent. 

But while this fact has an important bearing upon the effort 
of the state to show that the company’s “tariff of rates and each 
rate therein mentioned is unequal, unreasonable, discriminatory 
and extortionate,” it does not detract seriously from the value of 
the investigation as a whole. The material presented represents 
in many ways a notable achievement in the application of cost 
accounting to the branch of transportation represented by the 
express business, and it will undoubtedly have its influence in 
other investigations of the kind. 
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They Subserve 
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INTRODUCTION 


For the purposes of this article, the term budget is here used 
as the generic designation of the acts, ordinances and resolutions 
which are annually passed by the legislative bodies of nations, 
states and municipalities, authorizing public expenditures and 
making provision for raising the money to meet them. In theory, 
at least, governmental budgets are designed to express and to 
assist in carrying out the policies and wishes of the people con- 
cerning governmental activities. To accomplish these ends, 
they must, first of all, be complete statements concerning those 
policies and wishes so far as they call for the expenditure of pub- 
lic money. Further they must be so formulated that they are 
lucid statements which are fully understood by the people. To 
make them statements such as outlined, their authorized ex- 
penditures must be systematically and intelligently classified and 
arranged with reference to governmental activities, business 
policies and popular interest in the subject. Hence the necessity 
for scientific and easily understood classifications of all expendi- 
tures authorized by governmental budgets. 

To accomplish the second theoretical purpose of budgets, as 
stated above, which is to assist in carrying out the policies and 
wishes of the people concerning governmental activities, the 
people must know or be made acquainted with the extent to 
which the budget provisions and limitations have been observed 
by the administration. ‘This knowledge can only be secured 
through accounts and reports which are formal statements of 
the facts recorded in accounts. The apprehension of this fact 
early led to the use of governmental accounts of expenditures 
classified to correspond with the classifications of the author- 
izations of the budgets. Further as accounts and reports could 
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show whether budget provisions were carried out only when and 
as their classifications corresponded: with those of the budgets, 
the attempted enforcement of the policies or wishes of the people 
through the instrumentality of budgets early led to the classifi- 
cation of expenditures and revenues in governmental accounts 
and reports to harmonize with budget classifications. 

At the time when the first governmental budgets were em- 
ployed, the activities of the national and local governments were 
few in number and primitive in character and consequently the 
purposes and objects of expenditures and the classifications re- 
quired for budgets and accounts were few and unscientific. With 
the passage of years all this has changed. The activities of 
governments have multiplied and the purposes and objects of 
expenditures have greatly increased. The broadening of the 
scope of governments and the resulting need for increased ap- 
propriations for new purposes and objects call for a more scien- 
tific and systematic classification of expenditures and a clearer 
apprehension of the uses of each classification employed. A 
growing appreciation of these facts lies back of the existing 
wide-spread discussion concerning every phase of the subject 
of budget making and the use and kinds of governmental ac- 
counts. Moreover, as a result of this apprehension many changes 
have already been made in the form of the average city budget 
and in the character of city accounts, and others are being de- 
manded by an awakened popular interest in the subject. Of the 
changes last mentioned, the most noteworthy are those which 
have been brought about by the wide spread and popular move- 
ment or agitation for increased efficiency in governmental ad- 
ministration and greater economy in governmental expenditures. 
This movement is associated with, if it is not the outcome of, a 
larger movement for increased efficiency and greater economy in 
private business. For this reason it is well to note briefly some 
of the factors of success in the movement last referred to. 

In private business, the modern movement for increased effi- 
ciency and greater economy has lessened losses and added to 
profits. The most important single factor which has aided in 
rendering these results possible of attainment has been the cor- 
relation of certain data of accounts with statements of the re- 
sults attained. In such circumstances it becomes almost self- 
evident that if the budget is to be made an instrument in secur- 
ing greater efficiency in governmental administration and in- 
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creased economy in governmental expenditures, the classifications 
of budgets and accounts must be changed and adapted to meet 
the ends desired. The most important changes thus necessitated 
are changes in the classifications of expenditures. Inasmuch, 
however, as widely different meanings have hitherto been as- 
signed by different persons to some of the terms here employed, 
a consideration of those classifications is preceded by a state- 
ment of the meanings here given to the most important of these 
terms. 


DEFINITIONS OF PRINCIPAL TERMS EMPLOYED 


1. Units of governmental organization. Units of govern- 
mental organization is a term here employed in referring to the 
principal divisions of the governmental organization, such as 
those to which the charter of the city of New York gives the 
designations of boroughs, departments, bureaus, offices, boards 
and commissions. 

2. Municipal functions. Municipal functions is a term here 
employed, as it quite generally is throughout the United States, 
in referring to, or in speaking of, the various distinct kinds of 
service which cities, as municipal corporations, are authorized 
to render or perform for the benefit of their citizens, or, in other 
words, the separate kinds of activities in which they are engaged 
or kinds of duties discharged by them while acting as such cor- 
porations. Tlzy include such services to the public as those 
for maintaining municipal governments; protecting person, prop- 
erty and health; providing social necessities; promoting the 
general economic welfare of the laboring classes; caring for the 
dependent and defective; punishing the delinquent; promoting 
education, etc. 

3. Municipal departmental functions. Municipal departmen- 
tal functions is a term here used in referring to the different 
kinds of services for the public which the several units of gov- 
ernmental organization of a city render or perform, such as the 
following among others of the board or department of education: 
(a) the general direction of all educational activities, (b) pro- 
viding primary education in day schools, (c) providing secondary 
education in day schools, (d) providing education in night 
schools and (e) training teachers in normal schools. 

4. Municipal assets, properties and public improvements. The 
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writer of this paper accepts the usage of the bureau of the census 
and employs the term municipal assets as the designation of cash 
and other wealth, including accrued but uncollected revenues 
and materials and supplies, in the possession of municipalities, 
or at their disposal, which have been acquired or provided for 
meeting liabilities or for expenditure. The term municipal prop- 
erties, in accordance with the same usage, is applied as a generic 
designation of lands used by municipalities for governmental 
purposes and all betterments, structures and improvements on 
such land, other than those specifically called “public improve- 
ments,” and all more or less permanent equipment of the cities 
including their tools, furniture and apparatus, with the exception 
of small tools, etc., which may readily be lost. The term muni- 
cipal public improvements is one here employed in referring to the 
more or less permanent structures and improvements on land, 
which have a value in use but not in ordinary exchange, whose 
value in use is reflected in the enhanced value of the property 
of private persons and corporations. They include municipal 
street pavements, sidewalks, and other highway structures and 
improvements, sewers, drains, retaining walls, unproductive 
docks and wharves, unproductive water ways, etc. 

5. Municipal debt liabilities and municipal proprietary inter- 
ests. Municipal debt liabilities is a term here applied as the 
designations of the amounts of money, or the value of property 
and services expressed in terms of money, which municipalities 
owe or are under obligation to pay, deliver or render. Muni- 
cipal proprietary interests is the designation here applied to the 
excess of the value of municipal assets, properties and public 
improvements over the amount of municipal debt liabilities. 

6. Municipal expenditures. Municipal expenditures is a 
generic term here employed in speaking of (a) the amounts of 
money and other wealth disposed of by payment or otherwise by 
municipalities and (b) the payments and other dispositions of 
money and other wealth by municipalities. 

Municipal expenditures may be and are classified with refer- 
ence to many different bases and given many specific designations 
of great significance and value in accounting and budget making. 
Attention is here called to a few of these classifications, con- 
sideration being first given to those which are of the greatest 
value in the application of accounting as an aid to administrative 
efficiency and economy. 
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The purposes of municipal expenditures—by which is meant 
the practical result or end to be attained by them or the object 
to be subserved by them—are readily grouped under nine general 
heads as follows: (a) To carry on authorized municipal activi- 
ties by municipal officials and employees, (b) to carry on those 
activities through the agency of other civil divisions or of 
private corporations or individuals which are subsidized or 
given other special contribution as compensation therefor, (c) to 
acquire and construct municipal properties and public improve- 
ments to assist in carrying on these activities, (d) to repair, 
renew, replace and otherwise provide for the upkeep of such 
properties and improvements, (¢) to accumulate stocks of ma- 
terials and supplies to be utilized for the purposes mentioned after 
the preceding heads, (f) to purchase investments to assist in 
carrying on the business of the municipalities, (g) to make com- 
pensation for the use of credit capital, (4) to amortize public 
indebtedness to municipal creditors, and (i) to expend money 
as agent or trustee of private trusts for other civil divisions or 
for private corporations or individuals. Classified with refer- 
ence to these purposes, the expenditures of municipalities are 
here arranged in nine principal classes which may be described 
as follows: 

(a) Municipal expenses of operation are the costs and losses 
of municipalities for carrying on, by their own officials and em- 
ployees, the activities or functions for which they are organized 
and for which they are given authority. 

(b) Municipal expenses for contributions are the expendi- 
tures of municipalities, as subventions, grants, subsidies, contri- 
butions and donations to other civil divisions and to private 
corporations and persons, for carrying on the activities and per- 
forming services which the contributing municipalities are or- 
ganized and given authority to carry on or render. 

(c) Municipal expenses of maintenance are the costs of 
municipalities for the upkeep by repair, renewal, replacement or 
otherwise of their properties and public improvements, and for 
the protection of their capital investments by depreciation of 
equipment, structures and betterments. 

(d) Municipal interest is the expenditure of municipalities 
for the use of credit capital, or the compensation for such use. 


(e) Municipal outlays are the costs to municipalities of their 
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properties and public improvements acquired or constructed by 
them. 

(f) Municipal expenditures for materials and supplies are 
the costs of municipalities for stocks of materials and supplies 
which are acquired and accumulated for expenditure as described 
after (a) (c) and (e). 

(g) Municipal expenditures for investments are the expendi- 
tures of municipalities for real property and securities which 
are acquired and held as investments and not for directly carry- 
ing on the activities for which the municipalities are organized. 

(h) Municipal expenditures for payment of creditors, are 
the expenditures of municipalities for the amortization of debt 
liabilities incurred in carrying on municipal activities. 

(1) Municipal expenditures in agency and trust transactions 
are the expenditures of cities as agents or trustees of private 
trusts for other civil divisions or for private corporations or in- 
dividuals. 

Municipal expenses is a generic name quite generally applied 
in referring to the three classes of expenditures described after 
(a), (b) and (c), and for exactness of accounting statements 
should only be used in speaking of those expenditures. They 
may be briefly described as the costs of municipalities for services 
rendered them and the wealth in various forms consumed, de- 
stroyed or lost by them or in their behalf, in carrying on their 
activities. 

Municipal expenditures, like those of private enterprises, may 
be classified with reference to the effect of their accrual upon 
the amount of proprietary interests. Thus classified they are 
separated into two classes.here called revenue and non-revenue 
expenditures. 

Municipal revenue expenditures are the expenditures, or the 
costs and losses, of municipalities which decrease the amounts 
of their assets or the value of their properties and public im- 
provements without decreasing the amounts of their liabilities, 
or increase the amount of their liabilities without increasing the 
amounts of their assets. They are the costs of services rendered 
them and the wealth in various forms consumed, destroyed or 
lost by them or in their behalf, for which they receive no perma- 
nent or subsequently convertible value. They include the ex- 
penditures to which have previously been given the specific desig- 
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nations, “expenses of operation,” “expenses for contributions,” 
“expenses of maintenance” and “interest.” 

Municipal non-revenue expenditures is a generic designation 
here given to all municipal expenditures other than those de- 
scribed and listed above under the designation “Municipal reve- 
nue expenditures.” In a general way they include all expendi- 
tures which the accountants of private enterprises include under 
the designation of “capital expenditures.” Municipal outlays, 
and municipal expenditures for materials, supplies and invest- 
ments increase the assets or the value of municipal property and 
public improvements by decreasing assets or increasing liabili- 
ties. Other municipal non-revenue expenditures generally de- 
crease liabilities by decreasing assets, although some expendi- 
tures of cities in agency and private trust transactions increase 
one class of assets by decreasing others. This is especially the 
case when cities make advances for other civil divisions. 

A third classification of municipal expenditures is that which 
is made with reference to the items of expenditure included in 
budgets. Thus classified municipal expenditures are separated 
into two groups called for descriptive purposes budget and non- 
budget expenditures. 

Municipal budget expenditures are the expenditures of munic- 
ipalities which are specifically authorized in budgets. They in- 
clude municipal expenses, interest and outlays and municipal 
expenditures for the payment of creditors. When cities make 
provisions for the establishment of stocks of materials and sup- 
plies and their accumulation in storehouses, budget expenditures 
include those made for such stock. They also include them when 
budgets contain provisions for enlarging the stock that may be 
carried over from one year to another: 

Municipal non-budget expenditures is the generic designa- 
tion here used for descriptive purposes in referring to expendi- 
tures not included under the title “Municipal budget expendi- 
tures.” They are expenditures which are made by municipal 
fiscal officers in accordance with authorizations contained in gen- 
eral laws governing the administration of municipal funds. 

The use of municipal budgets and accounts for various ad- 
ministrative purposes calls for classifications of municipal bud- 
get expenditures with reference to a number of different bases 
in addition to those of which mention has already been made. 
Of these additional classifications of municipal budget expendi- 
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tures one is made necessary by specific charter provisions and 
statutes governing our American cities, such as those contained 
in section 230 of the charter of the city of New York. These 
provisions direct the budget making and legislative bodies to 
insert in the budget certain items of expenditure. To dif- 
ferentiate these items from others authorized in the budgets, 
they are called Fixed budget expenditures, while all other budget 
expenditures are called Discretionary budget expenditures. The 
discretionary budget expenditures differ somewhat among the 
different cities, but in the case of most cities, include those here 
called “expenses” and “outlays.” 

The method of preparing budgets generally prescribed by 
charter provisions necessitates classifications of budget expendi- 
tures with reference to the organization of municipal govern- 
ments and the units of such organization. Classified with refer- 
ence to their governmental organization, municipal budget ex- 
penditures as well as all municipal expenditures are separable 
into two principal groups here called departmental or functional 
expenditures and non-departmental or non-functional expendi- 
tures. 

Municipal departmental or functional expenditures are the 
expenditures of municipalities for particular units of govern- 
mental organization or for specified municipal activities or func- 
tions; while Municipal non-departmental or non-functional ex- 
penditures is the generic designation here used in speaking of all 
other municipal expenditures. The first are those which may be 
subdivided or classified according to unit of governmental or- 
ganization and by function as well as by purpose of expenditure, 
while the second can be classified only according to purpose of 
expenditure. 

Municipal departmental or functional expenditures, when 
classified, as they necessarily are in budget making, according 
to unit of governmental organization, will be differently grouped 
and thus receive different specific or class descriptive designations 
in the different cities owing to the different governmental organ- 
izations in those cities. In each case, however, the classes and 
sub-classes should correspond with the units of organization and 
be given truly descriptive names. 

The same expenditures when classified according to func- 
tion or governmental activity are readily arranged for all cities 
into twelve principal groups or classes as follows:—I. General 

125 











The Journal of Accountancy 


government, II. Protection to person and property, III. Con- 
servation of health, IV. Sanitation or promotion of cleanliness, 
V. Highways, VI. Charities, hospitals and corrections, VII. 
Promotion of general welfare, VIII. Education, IX. Recreation, 
X. Miscellaneous, XI. General, and XII. Public service enter- 
prises. Municipal functional expenses and outlays should each 
be arranged in these twelve classes, and for accounting for effi- 
ciency of administration and economy of expenditure each of 
the three classes of expenses and the outlays must be subdivided 
according to municipal departmental function. 

7. Municipal accruing resources. Municipal accruing re- 
sources is the generic term here used in referring to the money 
and other wealth received by or placed to the credit of munic- 
ipalities for meeting their liabilities and for expenditure as pro- 
vided by general and special laws. 

Municipal accruing resources when classified with reference 
to the effect of their accrual upon the amount of municipal pro- 
prietary interests are separated into two distinct classes, revenues 
and non-revenue receipts. 

Municipal revenues. Municipal revenues are amounts of 
money, or other wealth, received by or placed to the credit of 
municipalities which increase their assets or the value of their 
property or public improvements without increasing their lia- 
bilities, or decrease their liabilities without decreasing their 
assets. 

Municipal non-revenue receipts. Municipal non-revenue re- 
ceipts is the generic term here employed in referring to all muni- 
cipal accruing resources other than municipal revenues. When 
classified according to their source they are readily separated 
into five classes as follows:—(a) Receipts from the sale of 
municipal property, (b) Receipts from the sale of materials and 
supplies, (c) Receipts from the sales of investments, (d) Muni- 
cipal borrowings, or amounts of money or other wealth received 
or otherwise obtained by municipalities and used by them in meet- 
ing budget expenditures, and (e) Municipal receipts in agency 
and private trust transactions, or amounts of money or other 
wealth received by municipalities to be expended or held by them 
for the benefit or in the interest of other specified civil divisions 
or specified private corporations or individuals. Receipts such 
as those mentioned after (a), (b) and (c) are those which 
secure one class of assets by decreasing the amount of other 
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kinds of assets or of property, while the other receipts here men- 
tioned generally increase assets by increasing liabilities. 

Municipal accruing resources, like municipal expenditures 
may be classified with reference to the provisions of budgets 
and when so classified be separated into two classes, budget and 
non-budget resources. 

Municipal budget resources include all municipal accruing 
resources which are provided by budgets, or which are legally 
applicable for meeting budget expenditures; while municipal 
non-budget expenditures include all other municipal accruing 
resources. 


PURPOSES OF SPECIFIED CLASSIFICATIONS OF 
MUNICIPAL EXPENDITURES 


1. Classification according to unit of governmental organiza- 
tion. The primary purposes of budgets and budget making are 
to locate responsibility for amounts of authorizations for ex- 
penditures requested and the objects for which requested and to 
limit expenditures to amounts and objects or purposes previously 
determined by the legislative branch of the government. These 
primary purposes of budgets determine at once the method of 
preparing them and the basic classification of municipal ex- 
penses and outlays, as may be noted by a reference to certain 
fundamental facts in the case. In the conduct of the affairs of 
the modern municipality, particular individuals are in charge of 
the several units of governmental organization. The preparation 
of the annual or tax budget, therefore, of necessity begins with 
the individuals constituting the directing personnel making esti- 
mates which they recommend, and for which they are responsible, 
of the expenses and outlays needed for the next year by the 
branches or subdivisions of the service under their direction. 
These estimates they forward to the officers next above them in 
authority. Here they are reviewed, revised and consolidated 
and again forwarded to the officer next in rank, this proceeding 
being repeated until the final aggregation is made by the body 
formulating the budget. In these circumstances, the appropria- 
tions for expenses and outlays recommended by the budget-mak- 
ing body are classified according to unit of governmental organ- 
ization. Further the classification thus produced must be the 
basic or primary classification of all governmental accounts and 
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reports of expenses and outlays, but not of other expenditures, 
if those accounts and reports are to subserve their primary pur- 
pose of demonstrating whether or not the administrative officers 
have carried out the provisions and observed the limitations of 
the budget so far as they were made responsible therefor. Such 
a classification is in reality a classification according to the basis 
of official responsibility and is, therefore, a classification which 
can and will create incentive on the part of individual adminis- 
trative officials to exercise care and judgment in preparing esti- 
mates and also to be responsive to the will of the people as 
finally expressed in the budget. It is to be noted further that 
this classification makes the budget a document revealing the 
structure of the government to be financed and thus discloses the 
divisions and sub-divisions of the organization to be held respon- 
sible for carrying out that will so far as expenditures can be 
decreased by the economical administration of the individual 
officer, or through which such officer can evidence efficiency or 
inefficiency. 

2. Classification according to purpose of expenditure. On 
preceding pages attention has been called to the widely dif- 
ferent purposes for which modern municipalities expend money. 
These purposes being so different, the budget cannot be expres- 
sive with reference to expenditures unless it designates the 
amount appropriated for each of these purposes for each of the 
units of governmental organization. Such specification with 
reference to expenses and outlays is necessary to give definite- 
ness to the official responsibility of the officers in charge of 
each of those units; and similar specifications are doubly neces- 
sary to give definiteness to such non-departmental or non-func- 
tional expenditures as those providing for the payment of inter- 
est, the amortization of public debt and the purchase of materials 
and supplies. Further, when this classification is accompanied 
by a similar classification of accounts and reports, for budget 
and non-budget expenditures, it greatly increases the facilities 
for determining the extent to which the administrative officers 
have carried out the provisions and observed the limitations of 
the budgets. This fact indicates one practical purpose of this 
classification of municipal expenditures. Another purpose for 
such a classification of municipal expenses and outlays is found 
in the fact that the expenditures of municipalities included in 
the three classes of expenses and the class of outlays described 
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on preceding pages are for such widely different objects, or for 
the same objects in such widely different proportions, that no 
common measure of administrative efficiency or economy of 
expenditure can be arranged without such classification. With 
such a classification broad and sure bases are provided for such 
measurement and the way is opened in municipal as in private 
business to use budgets and accounts and the art of accounting 
as aids in securing a more efficient and economical administra- 
tion of business. The principal purpose of such a classification 
of expenditures is therefore to establish the accounting bases 
referred to. 

3. Classification with reference to increase of municipal pro- 
prietary interests. In private business it is necessary to ascertain 
periodically the outcome of business operation expressed in terms 
of changes in the amount of proprietary interests, that it may 
be possible equitably to distribute profits or allocate losses among 
the proprietors. In such enterprises the primary purpose of a 
classification of expenditures with reference to proprietary in- 
terests is to assist in preparing the data on which as a basis the 
profits may properly be distributed. In the case of municipali- 
ties which are maintained to render certain services and to dis- 
charge certain duties for their citizens at their common expense, 
there are no profits of municipal business taken as a whole, and 
hence there is no problem of how to distribute profits equitably. 
Instead there is ever present the problem of providing in the 
best way the resources for meeting the current costs of govern- 
ment and the costs of the properties and public improvements 
which are required for carrying on governmental activities, or, 
in the case of highways, sewers and kindred improvements, to 
facilitate the conduct of pfivate activities. 

The fact that the only purpose of the classification and state- 
ment here referred to is to assist in the case of private business 
in distributing profits and the further fact that cities have no 
profits have in the past quite generally led city officials and gov- 
ernmental accountants to overlook or disregard the value and 
importance of the given classification and statement. A recogni- 
tion of the supreme importance of municipal accounting for 
official responsibility and fidelity, calling for a classification of 
expenditures according to the expressed provisions or authoriza- 
tions of appropriation ordinances, has been another factor which 
has blinded officers and accountants to the possible uses and 
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value of a classification of municipal expenditures with reference 
to proprietary interests and the preparation of statements of 
‘the outcome of governmental financial operation expressed in 
terms of increase or decrease of municipal proprietary interests. 
A change for the better has, however, begun to take place in 
recent years and some cities are now using this classification and 
preparing statements of the character referred to. 

So far as the preparation and publication of the given state- 
ments are attempts to have city officials and citizens think of 
municipal business as something identical in character with 
private business, the statements have hitherto been more or less 
inexact and sometimes also misleading. The slightest increase 
of municipal proprietary interests is practically treated as profits 
and becomes an incentive to unwarranted additional expenditures 
or unwise borrowings. In contrast, so far as the given classifi- 
cation and statements have assisted or have been used to assist 
in differentiating city business from that of private persons and 
in calling attention to the supreme financial problem of city 
management—how best to provide the resources for meeting the 
current costs of governmental operation and how best to ac- 
quire or construct properties and public improvements and to 
add their value to municipal proprietary interests—they have 
been of great benefit. They have contributed in inducing city 
officials and the general public to see the necessity of formulat- 
ing and adopting wise methods of financing the costs of new con- 
structions and acquisitions without incurring irredeemable in- 
debtedness. Wherever the given classification of expenditures 
and statement of current financial operation have led to these 
results, they are of the highest value and importance, even 
though when judged by the standard of private business ac- 
counting they are far from accurate. 

‘The uses and purposes of the classification and statement 
here referred to should not, however, be confused, as they are 
by some writers on accounting, with those of the classification 
of expenditures according to purpose. That classification, which 
calls for subdivisions of both revenue and non-revenue expendi- 
tures, lays the foundation for the application of accounts for 
promoting efficiency and economy. It has, therefore, as one of 
its purposes the promotion of such efficiency and economy; but 
this is not the case with the given classification now under con- 
sideration, although it is so asserted by some writers on account- 
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ing. This unjustified claim for the given classification of muni- 
cipal expenditures tends to obscure its actual purpose and its 
great possible usefulness in promoting wise and sound methods 
of financing municipal acquisitions and constructions of a perma- 
nent nature. The adoption of correct policies with reference 
to the choice of governmental revenues and to borrowings and 
indebtedness is becoming of steadily increasing importance with 
the passage of years. Hence the desirability of using the classifi- 
cation of expenditures with reference to proprietary interests 
and the preparation of statements of the outcome of business 
operation expressed in terms of the increase of such interests, 
not from the standpoint of considering that increase as profit, 
but as considering it as a partial realization, however small, of 
the actual final municipal ownership of its governmental facili- 
ties and thus a step towards governmental independence and away 
from tribute paying to municipal creditors. 

4. Classification according to functions. The struggle which 
has now continued for: over seven hundred years to establish 
governments truly democratic in character will never lead to the 
attainment of the end desired unless or until the budget becomes 
an instrument for formulating and stating governmental policies 
and accounts and reports are instruments showing how far those 
policies have been carried out or observed by the administrative 
officers. The principal or major policies of municipalities are 
those which relate to the activities which they carry on and the 
relative importance assigned to them and thus the actual and 
relative expenditures for carrying them on. If, therefore, bud- 
gets are to be made instruments through which policies with 
reference to these activities are fixed or established, and accounts 
are to exhibit how far those policies have been carried out, 
both budgets and accounts must classify departmental or func- 
tional expenditures with reference to municipal and departmental 
functions. Such a classification broadens the scope of popular 
control over expenditures by extending the field in which official 
responsibility is fixed and in which motives for official fidelity 
are strengthened. It also opens the way for measuring adminis- 
trative efficiency and thus creating motives for increasing it. 

Governmental administrative efficiency may be defined as the 
quality, power or ability of governmental administrative officers 
to bring about or produce desired, intended and adequate re- 
sults in directing or supervising the activities which govern- 
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ments undertake. The degree of such efficiency attained must 
be determined, if ascertained, by the same methods as those 
utilized for measuring efficiency in private business. In the 
case of expenses efficiency is there measured for any given ac- 
tivity by correlating their amounts with statistics of the results 
attained, and, in the case of outlays for any given property or 
public improvement by correlating the amount with statistics of 
the property or improvement acquired or constructed. 

A quarter of a century ago, few, if any, American muni- 
cipalities made use of a functional classification of expenses or 
outlays, either for the purpose of more definitely fixing adminis- 
trative responsibility, and thus increasing motives for adminis- 
trative fidelity, or for measuring administrative efficiency. Fur- 
ther, so far as the writer has been able to learn, no such classifi- 
cation was made obligatory by the provisions of an American 
city charter. But with the rise and development of the modern 
movement in private business for securing increased produc- 
tion, added profits and lessened costs by increasing administrative 
efficiency, an immense impetus has been given to a similar move- 
ment in governmental business. With this impetus for the 
movement, and with a growing appreciation of the need of ad- 
justing budgets and accounts as aids in securing the desired ends, 
there arises a necessity for classifying expenses and outlays by 
governmental function, not only for the purpose of fixing re- 
sponsibility and stimulating fidelity by administrative officers 
but also for providing the only direct bases for measuring 
and thus for increasing such efficiency. With the scope of muni- 
cipal government constantly broadening and the growing actual 
and relative costs of governments, wide awake cities will find 
increasing need for using this classification of expenses and out- 
lays and correlating the classes with proper physical statistics. 
This must be done in every case to the end that governmental 
expenditures may be kept at the lowest practical point by stimu- 
lating and at last attaining the greatest administrative efficiency 
attainable. 

5. Classification by object of expenditure. In private busi- 
ness the movement for efficiency in administration is associated 
with one for economy in expenditure. Though this economy, 
if attained, must be brought about by efficiency in administra- 
tion, its place in governmental and private business can best be 
stated by considering it as a separate movement. Economy in 
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expenditure may be defined as an act or achievement of adminis- 
trative officers or employees in purchasing material objects or 
in securing personal and other services at the lowest practical 
cost and in producing results with the smallest practical expendi- 
ture of services or consumption or use of material objects. If 
this economy is stated or referred to in terms of efficiency it may 
be differentiated from the efficiency mentioned in the preceding 
paragraph by noting that this is an efficiency in purchase and 
use, while the other is efficiency in functional results attained or 
activities carried to the desired end. 

Economy in expenditure as here defined, like efficiency in 
administration, has been attracting attention in an ever in- 
creasing measure in private business and especially in the busi- 
ness of great private corporations like railroads and industrial 
enterprises. These corporations and enterprises classify their 
departmental expenses and outlays so as to enable them to state 
separately the compensation of all important classes of employees 
engaged in each of the important functional activities, and their 
expenses for each of the principal classes of materials and sup- 
plies consumed and the equipment utilized in such activities. 
The statements of expenses and outlays are then correlated with 
physical data so as to show relative economy in the costs of 
services, materials and equipment purchased and the relative 
economy of the quantities of these articles utilized. To provide 
for all the data for these statements which business administra- 
tion can use to advantage, accountants have developed a distinct 
branch of their art to which they give the specific name of “cost 
accounting.” Perfection in this branch has not always been at- 
tained, but the success attained gives assurance of greater suc- 
cess yet to be realized and demonstrates the practicability of 
securing the same measure of economy in governmental busi- 
ness. 

The economy here referred to in private business is of two 
distinct kinds, economy in purchase and economy in consumption 
or use. The first is measured by the cost per unit of articles 
purchased or services utilized. The basis for such a measure 
must be laid in a standardization of specifications for articles of 
supply, materials and equipment purchased and of all classes of 
services utilized, including a standardization of all salaries and 
wages. ‘This standardization has been attempted by only a few 
cities, and until such standardization has been established by a 
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given city, no classification of expenditures can be made instru- 
mental in measuring the degree of economy in purchase which 
has been attained. Further, when such standardization has 
been established, memorandum or auxiliary accounts of pur- 
chase and ofthe scale of personal salaries and wages can pro- 
vide this measure better than classifications in ledger accounts 
and in budgets such as are mentioned after 1, 2, 3, and 4. 

In the case of economy in consumption or use, the measures 
that may be utilized are of two kinds, both, however, arranged 
to provide the data of unit costs. One of them is the correlation 
of the quantities of the articles consumed and services utilized 
with the amount of work performed and the other a correlation 
of the costs of such articles and services and the amount of such 
work. The last is sometimes separated with difficulty from the 
measure for efficiency in administration, already described in 
detail. The classification of expenditures by object of expendi- 
ture required for measuring economy in consumption or use is 
seldom, as is the case with measuring economy in purchase, by 
individual objects. Rather is it a classification by groups of im- 
portant objects, such as groups of articles consumed and of ser- 
vices utilized in connection, with the exercise of the different 
functions, the groups being sufficiently large to produce signifi- 
cant and comparable unit costs. The principle underlying this 
grouping may be illustrated by the following in the case of the 
public schools: (a) salaries of supervisors, (b) salaries of pri1- 
cipals, (c) salaries of teachers, (d) costs of educational sup- 
plies, (e) wages of janitors and kindred employees, (f) cost of 
supplies for operation of school plant, (g) costs of repairs, 
(h) other costs of property maintenance, (i) pensions to former 
school employees, (j) subsidies to private schools, (k) payments 
to other civil divisions, and (/) other expenses for educational 
purposes. School expenses classified in this general manner, 
though with greater detail and correlated with physical statistics, 
have been used or recommended by the bureau of the census, 
the bureau of education and various educational associations 
and by prominent students of school management. Statistics 
prepared along these lines have demonstrated their value as 
measures of economy of expenditure in consumption or use, as 
well as for efficiency in school administration. Similar results 
in other branches of governmental expenditure have been secured 
by the application of the same general method. This experience 
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confirms that of private enterprises and hence it becomes ap- 
parent that similar classifications by object of expenditure should 
be employed in all divisions of governmental accounts. Such 
classifications and statistics of expenditures are indispensable to 
any wise and efficient administration of or correct judgment con- 
cerning the efficiency or inefficiency, or economy or wastefulness, 
of governmental business. 

Classification of expenditures according to object, as out- 
lined above, together with memorandum statements of the costs 
of all individual classes of objects purchased or services utilized, 
are of inestimable value to the administrative officer, and in fact 
are indispensable to him, if he is to attain any high degree of ad- 
ministrative efficiency. Reports of expenditures thus classified 
are also indispensable for any correct judgment by the citizens 
or the legislative branch of the government concerning the suc- 
cess or failure, the efficiency or inefficiency, or the economy or 
wastefulness of the administration of the executive officers. In 
a well governed city, however, the classification has no place in 
the ordinance of appropriation. Its introduction into that 
document is an attempt to secure administrative efficiency by 
legislative enactment, something impossible of achievement, 
which when attempted will more frequently lead to mischievous 
and injurious than to good results. These evil results are sure 
to follow sooner or later, in all cases, since the attempt destroys 
the factors and motives for administrative effieiency. The cus- 
tom, which the American national government and many state 
and municipal governments follow, of classifying the appropria- 
tion authorizations for expenditures by object and specifying the 
number of salaries to be paid of every possible amount, originated 
before the advent of the modern movement for efficiency and 
economy of administration in private and governmental business. 
It was the outcome of an old governmental movement for the 
extension and development of democratic government by the 
concentration of all political power in the legislative branch of 
the government as the sole representative of the people. Such 
political notions are not in harmony with but are antagonistic 
to the idea of efficiency and economy of administration in a 
great state or municipality, and as the ideal of such efficiency 
and economy is accepted by students of governmental organiza- 
tion and management, the older but less correct political notion 
must be abandoned. 
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The place of the classification of expenditures by object of 
expenditure is therefore limited to accounts and reports and 
departmental estimates. In this connection it is significant that 
the charter of the greater city of New York in section 230, 
relating to budgets and budget making, makes specific direction 
for certain classifications of expenditures by object of expendi- 
ture in the case of departmental estimates, but does not require 
them to be used in the ordinances and resolutions of appropria- 
tion. The foregoing broad statement concerning the bad and 
mischievous results attending the classification of appropriations 
by object of authorized expenditure may, however, in one condi- 
tion be modified, in one particular. In cities in which there has 
been no proper differentiation of legislative and executive func- 
tions and in which appropriation ordinances and resolutions have 
been detailed statements of authorizations classified by object of 
expenditures, and salary authorizations have been detailed ex- 
hibits of the authorizations for positions with each specified com- 
pensation, no proper adjustment of legislative and executive 
functions can be made in a single year and the change from such 
a system to a correct one, such as here outlined and as employed 
in the appropriation acts of such states as Wisconsin and Mas- 
sachusetts, should be made by degrees. 




















Verification of Depositors’ Accounts in Banks 
By Cuarves Neviiie, C. P.A. 


It is the exception, rather than the rule, when an auditor is 
allowed to verify the correctness of the depositors’ accounts in 
a bank, either savings or otherwise. 

The writer has discussed this question with many bankers, 
and nearly all of them admit that the depositors’ accounts should 
be verified by the auditor if his certificate is to be unqualified, 
and yet they hesitate to allow the auditor to communicate with 
the depositors, fearing that an inquiry of this nature may create 
in the minds of the customers of the bank the idea that some in- 
ternal trouble has made necessary a verification of the accounts. 

The writer is inclined to the opinion that if banks will take 
their depositors more into their confidence—explaining the pur- 
pose of an examination, namely, for the protection of the de- 
positors—there will be absolutely no possibility of a run on the 
institution. 

For example, a month or two before the proposed éxamina- 
tion of the bank, a letter could be prepared (possibly in circular 
form) by the president, stating that it was proposed to have the 
bank examined in about sixty days, which was in the interest of 
depositors, and at that time the auditors would communicate 
directly with the depositors to see if their balances were cor- 
rectly stated. : 

This letter should be worded diplomatically, 2nd the depositor 
made to feel that this verification was to be in his interest, and 
his alone. 

A letter of the kind might read as follows: 


We have from time to time made changes and improvements in our 
bank, always with the idea of giving our depositors better service and 
more protection. 

As an example, we carry burglary insurance, although our vaults are 
considered burglar proof, and besides we have a night-watchman. 

We are adopting a further safeguard, so that errors may be located 
promptly and vou may feel that your deposits and cheques are entered 
properly on our books. 

We expect to have our books audited in about sixty days by Messrs. 
— certified public accountants, and have them at that time send you 
a letter asking if your balance, as shown on our books, is correctly 
stated according to your records. 
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They will also enclose stamped envelope, so that you may not be put 
to any inconvenience in replying. 

Should you feel like discussing this with the writer, he will be very 
glad to do so. 


In some states the bank examiners communicate with the 
depositors, and it causes no uneasiness, nor will it do so if handled 
in the manner indicated. 

The auditor in making his verification might use a form such 
as this: 


IMPORTANT 


As a necessary part of the periodical examination which we have been 
requested to make by the board of directors of this institution, we ask 
your kind assistance. 

The enclosed pass book or statement shows your account as it ap- 
pears on the bank’s books. Please check it. If we do not hear from you, 
we shall assume the amount shown as a balance to be correct. If, how- 
ever, a difference exists, please communicate with us so that we may 
investigate and correct error. 

Should it be necessary to correspond, please address ——. 


Naturally, the auditor must either personally mail or give 
out the pass books or statements, so as to be certain that they 
are not manipulated by anyone in the bank. 
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EDITORIAL 


Practical Plan for Peace 


We publish this month the valuable and interesting contri- 
bution to the consideration of international peace which was 
afforded by Mr. Sells’ address to the New York State Society of 
Certified Public Accountants. 

Most of the world’s philosophers have dreamt and many have 
written of an ideal condition wherein war should cease and peace 
be forever established. It was a charming dream and one which 
appealed to every lover of humanity ; but the present condition of 
the world demanstrates conclusively that it was only a dream. 
We are passing through the great awakening. 

But as the smaller wars of the past have always led to a con- 
sideration of means of peace, so the present war by its very im- 
mensity may lead to something more—it may bring us to the 
adoption of some acceptable plan for the prevention of war. 

If it be found that the injury wrought by this war will neces- 
sitate the avoidance of a similar catastrophe the great question 
will be how to insure peace, not how to attain it. In the period 
of physical and financial exhaustion following the war men will 
be inclined to regard a recurrence of hostilities as impossible; 
but when they have regained their strength there will be nothing 
to prevent resort to arms in the struggle for supremacy unless 
there be a total departure from existing international conditions. 

So far as we can remember the plan which Mr. Sells has pro- 
pounded for bringing about the insurance of peace is the first 
that brings the matter down to a concrete, practical, economic 
basis. He does not soar into realms of beautiful thought, nor 
does he argue that peace is to be desired. Assuming that everyone 
desires peace he sets about to explain his ideas of how peace may 
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be made permanent. Everyone who is interested in political 
economy and economics will find food for much careful thought 
in the ideas which Mr. Sells’ address contains. 

Two serious objections to his plan occur at first glance. 

The first is that when the war is over the victorious nations 
will feel that they cannot tolerate any arrangement of affairs 
which will reduce in any way the value of their victory. They 
will insist that the conquered nations shall be prevented from 
military revival while they themselves shall be free to make such 
disposition as they will of their offensive and defensive forces. 

In the plan now before us all nations are treated equally, and, 
therefore, it seems that from the victor at least there will be ob- 
jection to any such adjustment. 

In the second place Mr. Sells’ plan calls for an enormous 
economy of men, money and armaments. This appears to be 
one of the strongest arguments in favor of its adoption, but the 
experience of mankind has shown that reduction of expenditures 
is not always desired. 

Take for example the case of the United States. Our military 
expenditures are now $242,000,000. Under Mr. Sells’ plan they 
would be approximately $157,000,000, a reduction of $85,000,000 
immediately and after twenty-five years a further reduction of 
$80,000,000. Can anyone point to a congress or a political party 
which would be so blind to its own interests as to dispense with 
the opportunity for spending eighty-five or one hundred and 
sixty-five millions of dollars per annum? 

The same objection in varying form would be made in every 
country. Indeed, the adoption of the plan presupposes a radical 
change in the moral standards of men and parties. 

On the other hand it must not be forgotten that the present 
war has literally staggered humanity and when it is over even 
our most cautious politicians may find it in their hearts desirable 
to sacrifice something of their authority and financial responsi- 
bility for the cause of the people of the world. 

We advise our readers to devote great care and attention to 
the consideration of Mr. Sells’ ideas. They are the thoughts of a 
sound economist and it may be that they will not have been uttered 
in vain. 

One thing is certain. When the war is at an end—whether 
that desired consummation be near or distant—there will be con- 
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sideration of the insurance of permanent peace and there will be 
need for such consideration on a basis of hard, practical, common 
sense. Not all the beautiful theories of humanitarians will be 
able to accomplish the desired result. Facts and truths are the 
things that must be borne in mind and it is solely with these that 
Mr. Sells’ plan deals. 

Some of our statesmen are discussing the bringing about of 
mediation by the neutral powers. Their plans are foredoomed to 
failure, for it is absurd to believe that anything but a victory 
or national anaemia can terminate the war. Plans for the ad- 
justment of conditions after peace has been established are the 
only things which are practical and we commend the valuable 
contribution which Mr. Sells has made to the cause of true peace. 





Because Unaudited 


In a recent issue of The Financial World (New York) ap- 
peared a short article entitled Bookkeeping Wizards, in which the 
following paragraphs occur: 


It is about high time that auditing of corporation reports assumed a 
form which will relegate to the background ail opportunities of creating 
false surplus accounts in order to float securities, or in other ways deceive 
security holders. As “experts,” the willing accountants who are always 
prepared to furnish a statement, doctored to the order of their employers, 
should cease to be, as they have been, the instruments which have worked 
a great injustice upon the public and from which not even honest and 
conservative investment bankers can escape. 

If it is a misdemeanor or a felony to misrepresent a security offering, 
those who make a false audit of a corporation’s financial condition are 
equally guilty as accessory to the fraud and should be held as strictly 
accountable and punished with equal severity. 

These remarks are based upon announcements published by 
the Rock Island collateral bondholders’ protective committee and 
certain features of the recent Claflin failure. 

We heartily agree with the last paragraph quoted above. 
There should be no hesitation in inflicting the utmost penalty of 
the law upon those who are guilty of misrepresentation; and if 
the law as it stands is not adequate there should be legislation to 
make it possible to deal with them. 

There is, however, great objection to be made to the premise 


adopted by the writer in our contemporary. He overlooks en- 
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tirely the true conditions and assumes that auditors had passed 
and approved the accounts of the Rock Island and the Claflin 
companies, and proceeds to argue therefrom that accountants are 
amenable to ulterior influence. 

If the writer in question had devoted five or ten minutes to the 
consideration of the question upon which he presumed to write he 
would have ascertained that neither the Rock Island nor the 
Claflin company had employed an auditor prior to bankruptcy. 
If there had been an audit of either concern disaster would have 
been most unlikely. 

It is the unaudited company which lends itself to mismanage- 
ment and worse. 





A National Budget 


In the course of time it will probably be borne in upon the 
corporate mind of congress that the economical and proper con- 
duct of the government of these United States calls for the adop- 
tion of that essential principle, recognized by every other civil- 
ized power, that business methods are best. 

No other nation attempts to conduct its finances on any basis 
other than an agreement of income and expenditure; but the 
United States, by favor of the unique ability of its congress, has 
preferred the mediaeval theory of getting as much money as 
possible and spending it for the best results to the actual spenders. 

Some time ago the Chamber of Commerce of the United States 
of America conducted a referendum on the subject of a national 
budget. The vote was overwhelmingly in favor of the adoption 
of the budget system. Organizations of various kinds through- 
out the country have approved similar resolutions. Congressmen 
have been urged to bring governmental methods to modern 
standards—but the plan for a budget is still merely a plan. 

There must come a time, however, when even members of 
congress and senators will be compelled to listen to the demand 
which the nation as a whole is beginning to make. Every new 
voice added to the chorus of reform helps to carry further the 
demand. 

Recently the American Economic Association and the Ameri- 
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can Statistical Association appointed joint committees to urge 
forward the campaign for a national budget. After an able paper 
on the subject, read by one who has been foremost in the cause 
of budgetary reform, the two associations in question unanimously 
approved the appointment of such committees. 

It seems to be the simplest thing in the world to convince 
everyone, outside the halls of congress and the government de- 
partments, of the need for the adoption of a national budgetary 
system. 
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Income Tax Department 
Epitep By Joun B. Niven, C.P.A. 


The income of non-resident aliens derived from trade or profession 
in the United States is the subject of the only decision made public since 
the last issue of THe JourNaAL. In this case the principle of deduction 
at the source is applied absolutely. It is provided that a person, firm, 
company or other body of persons making payment of such income shall 
deduct therefrom, regardless of the amount and without any allowance 
for the specific exemption of $3,000 or $4,000, the normal tax of 1 
per cent. Provision is also made for the payment of the additional tax 
by the representative of the non-resident alien in this country, and for 
claiming the refund of excess tax withheld as provided by paragraphs 
B. and E. of the federal income tax law. This exception in the ad- 
ministration of the law in the United States provides a good example 
of the method adopted under the British law where all income is taxed 
in full at the source and the benefit of deductions obtained by means 
of a claim direct to the government. 





TREASURY DECISION 
(T. D. 2109, December 28, 1914.) 


Amendment of article 8 of regulations 33, providing for the collection 
of tax on income of non-resident aliens. 


T. D. 2013 of August 12, 1914, amending article 8, income-tax regu- 
lations No. 33, is amended to make article 8 read as follows, the words 
in italics constituting the further amendments: 

Art. 8. The income of non-resident aliens subject to the normal tax 
of 1 per cent shall consist of the total gains, profits, and income derived 
from all property owned and from every business, trade, or profession 
carried on within the United States (to be designated as gross income), 
less deductions (1 to 8, inclusive) specifically enumerated in paragraph B 
of the act (see art. 6), in so far as said deductions relate to said gains, 
profits, etc. 

The specific exemption in paragraph C of the act cannot be allowed as 
a deduction in computing the normal tax of non-resident aliens. 

Non-resident aliens are subject to additional or surtax the same as 
prescribed in the case of citizens of the United States or persons residing 
in the United States. 

The responsible heads, agents, or representatives of said non-resident 
aliens who are in charge of the property owned or business carried on 
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shall make full and complete return of the income therefrom on form 
1040 and shall pay any and all tax, normal and additional, assessed upon 
the said income of such non-resident aliens. 

The person, firm, company, copartnership, corporation, joint-stock 
company or association, and insurance company in the United States, 
citizen or resident alien, in whatever capacity acting, having the control, 
receipt, disposal, or payment of fixed or determinable annual or periodical 
gains, profits, and income, of whatever kind, to a non-resident alien, under 
any contract or otherwise, which payment shall represent income of a non- 
resident alien from the exercise of any trade or profession within the 
United States, shall deduct and withhold from such annual gains, profits, 
and income, regardless of amount, and pay to the officer of the United 
States government authorized to receive the same, such tax as will be 
sufficient to pay the normal tax of 1 per cent imposed thereon by law, and 
shall make an annual return on form 1042. 

Form 1008, revised, claiming the benefit of deductions and refund 
of excess tax withheld, as provided by paragraphs B and E of the 
federal income-tax law may be filed by the non-resident alien with the 
withholding agent or collector of internal revenue for the district in 
which the return is made or is to be made. 
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Students’ Department 
Epitep By SEyMouR WALTON, C. P.A. 
PARTNERSHIP LIQUIDATION 


There is a curious illustration of the danger of paying more attention 
to the financal transactions than to accounting principles in an answer 
published some time ago to the fifth practical problem in the New 
York examination of January, 1914. 

In the settlement of partnership affairs in liquidation there is no prin- 
ciple better established than that the assets must be divided on the ratio 
of the capitals as they stand at the time each dividend is paid. The 
answer in question correctly adds the estimated profits of $2,500.00 to the 
respective capitals in the profit and loss ratio of 50, 30 and 20. At that 
point the capital ratios are 59.84%, 30% and 10.16%. If there had been 
no loss in liquidation, the division of the whole $152,500.00 of assets in 
that proportion would have been correct. As there was a loss of $3,- 
500.00 in liquidation, and as this loss must be charged to the partners in 
a different ratio from that of their capitals, the ratios as given are not the 
ones that would govern the distribution. That is: 


X, original capital $90.000.00 
Add 50% of profit 1,250.00 

Apparent capital $91,250.00 59.84% of total 
Deduct 50% of loss 1,750.00 


Real capital to be paid off $80,500.00 60.67% of total 
Y’s capital and his profit 

and loss ratios are 

both 30%, so that he 

is not affected. 


Z, original capital 15,000.00 
Add 20% of profit 500.00 

Apparent capital $15,500.00 10.16% of total 
Deduct 20% of loss 700.00 


Real capital to be paid off $14,800.00 9.933% of total 


Dividing the proceeds of the assets on the ratios of 60.067, 30, and 9.933 
would give the correct amounts and would show that the loss of X in 
liquidation was $1,750.00, that of Y $1,050.00 and that of Z $700.00, 
which is of course correct. 

However, this is not the correct way to answer the problem, because 
it involves the prophetic knowledge of the loss to start with, whereas it 
could not have been definitely known until the very end of the liquidation. 
The proper way is to reduce the capitals of the partners to the same 
ratio as that on which they share losses. If this cannot be done at the 
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time of the first payment, that partner whose loss ratio is greater than 
his capital ratio must be discriminated against, otherwise there is danger 
of overpaying him, if there should be any considerable loss. In the pub- 
lished answer Z is thus overpaid $344.27 to the equal detriment of X. The 
justification for this course is that until the total loss is ascertained and 
charged off against the partners, there is no possibility of telling what 
the capital ratio really is, and in the meantime the only alternatives are 
to hold all the money until the last asset is realized, or to consider that 
the capital ratios should be the same as the profit and loss ratios and to 
pay any partner who has capital in excess of that ratio the whole of that 
excess in the same way as he would have been paid if he had paid in 
more capital than he had agreed to. 

The prob'em and the published solution are as follows, the solution 
being put in tabulated form to save space, and also to aliow of an easier 
comparison with the suggested solution: 


PROBLEM 
Three partners contribute capital as follows: X $90,000, Y $45,000, 
Z $15,000. They share prefits in the proportion of X 50%, Y 30%, Z 20%. 
X’s salary is $5,000, Y’s sulary is $3,000, Z’s salary is $2,000. At the end of 
their fiscal period Z dies. The books are closed and the net assets as- 
certained to be $152,500. X and Y liquidate the firm’s affairs and distribute 
the surplus assets quarterly as follows: 


First quarter $42,410.20 
Second quarter 74,022.30 
Third quarter 31,907.50 $149,000.00 


Prepare a statement of the partners’ accounts, showing how the dis- 
tribution of assets should be made, together with the apportionment of 
the loss. Give your authorities. 


SOLUTION AS PUBLISHED 














X 50% Y, 30% Z 20% Total 
Original 
capital $90,000.00 $45,000.00 $15,000.00 $150,000.00 
Estimated 
profit 1,250.00 750.00 500.00 2,500.00 
Apparent 
capital $91,250.00 59.84% $45.750.00 30% $15,500.00 10.16% $152,500.00 
Ist quarter 25,376.59 12,723.06 4,310.55 42,410.20 
$65 873.41 $33,026.04 $11,189.45 $110,089.80 
2nd quarter 44,651.06 22,386.67 7,584.57 74,622.30 
$21,222.35 $10,640.27 $ 3,604.88 $ 35,467.50 
3rd quarter 19,128.08 9,590.27 3,249.15 31,967.50 
Loss $ 2,094.27 $ 1,050.00 $ 355.73 $ 3,500.00 
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xX i Z Total 
Original 
capital $90,000.00 $45,000.00 $15,000.00 $150,000.00 
Estimated 
profits 1,250.00 750.00 500.00 2,500.00 
$91,250.00 $45,750.00 .$15.500.00 $152,500.00 
Ist quarter 28,245.19 14,165.01 42,410.20 
$63,004.81 $31,584.00 $15,500.00 $110,089.80 
2nd quarter 45,271.06 20,044.74 8,406.50 74,022.30 
$17,733-75 $10,640.25 $ 7,093.50 $ 35 467.50 
3rd quarter 15,083.75 9,590.25 6,393.50 31,967.50 
Loss $ 1,750.00 $ 1,050.00 $ 700.00 $ 3,500.00 


Since the profit and loss sharing ratio of Z is twice that of his capital, 
he is the one that it is dangerous to pay and he is the one to be dis- 
criminated against. As the collections of the first quarter are not suffi- 
cient to bring all the partners down to their profit and loss sharing ratios, 
the whole of the money is divided between X and Y on the proportion that 
their present capitals bear to each other, that is 66.6% and 33.4%. As the 
collections of the second quarter are more than large enough to make the 
proper reductions of the capitals to the desired ratio, the money is di- 
vided among them in such a way as to bring the capitals at the end of 
this quarter to the ratios of 50, 30 and 20. To find out how much each 
should receive, it is necessary first to ascertain how much each should 
have at his credit after the payment is made. The total capital left after 
this payment is found to be $35,467.50. Of this X should have 50% or 
$17,733.75; Y should have 30% or $10,440.25, Z 20% or $7,093.50. Pay- 
ing each one of them enough to bring his capital down to these figures 
respectively will, of course, exactly account for the collections. After 
this, whether collections are made or losses incurred, each partner will be 
charged on his profit and loss sharing ratio, and the resultant loss will 
be found to be correctly stated. 

It has been claimed by some that when a partnership goes into 
liquidation, the articles of partnership are abrogated including the pro- 
vision governing the profit and loss sharing ratio. The answer to this is 
that, although the business of the partnership is suspended, the partner- 
ship itself is not ended until the final settlement is made, and the articles 
govern it to the end, as far as they apply. Another point to be considered 
is that losses on the realization of assets were inherent in those assets at 
the time they were acquired. While the loss is discovered during the 
process of liquidation, it is not made then, but existed while the partner- 
ship was a going concern. 
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COST OF BREAKAGE AND LEAKAGE 


“Editor, Students’ Department: 

“Sir: In order that you may have a little knowledge of matters leading 
up to questions in point, will state that material when purchased in this 
district is brought to the factory, and passed through various processes 
before being turned out as the finished liquid. In one of the processes 
the liquid is brought up to a certain heating point, and later sent along 
in pipes to a filiing machine, whence it is put into carboys. The latter 
are supposed to be tested to withstand a certain temperature, but needless 
to say a good many of the carboys are broken, and as a result liquid is 
lost. 

“In addition many carboys are broken at the filling machine, and also 
when being placed in bins by the men. The usual procedure has been that 
when any carboys have been broken in the past the liquid has been debited 
direct to cost of pressing (which is the time when carboys are filled,) and 
later, if any are found broken in the bins, or any liquid is found to have 
deteriorated to such an extent as to be spoilt, liquid is charged to general 
plant expense under suitable heading. During the season, however, if 
any carboys have been broken at the bottling machine when liquid is 
being transferred from carboys to bottles, same has been debited to cost 
of bottling. Apparently this method of treatment has given satisfaction 
to previous auditors for a period of ten or twelve years. 

“Recently one of the leading firms of auditors instituted a cost system 
here, and incidentally suggested creating a reserve to take care of the 
spoiled and breakage. Their idea is to arrive at a charge to profit and 
loss by basing the percentage of loss on previous years’ figures, and cred- 
iting reserve with this amount. As season progressed spoi.ed and break- 
age would be debited to reserve and credited to materials, so that at end 
of period reserve would automatically vanish, or thereabouts. 

“Where the trouble lies is that, after the liquid is piled in carboys in 
the bins, quantities of it may turn—some of this can be treated again, and 
the balance is a loss. Now the suggestion regarding the reserve was to 
take care of this contingency, which is not known until such times as the 
particular carboys are used for bottling purposes. There are such 
enormous quantities of liquid bottled, that it extends over a period of 
twelve months, and you can imagine that all sorts of unknown things 
might take place during that period. 

“Another matter I would like your opinion on is this: carboys when 
they are purchased are naturally treated as an asset themselves. On the 
journey from manufacturers a good many are broken, and this has usually 
been treated as a general plant expense. 

“My reason for seeking above information is that next month I ex- 
pect to be transferred to another town to manage new branch there, and 
would like to start out right on these subjects.” 
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REPLY 


No mention is made in the letter as to the price at which the liquid 
is charged to general plant expense, nor as to how that price is ascertained. 
This is an important point, for it is manifest that the liquid costs more 
per gallon as more labor has been added to it. To charge out the liquid 
that is being transferred from carboys to bottles at the same price as that 
lost before it is put into the carboys would be to ignore the labor that has 
been expended on the product in the meantime. 

The first thing to do is to establish some method of measuring quan- 
tities at each process or stage of production. Apparently the first stage 
at which the quantity is known is after the carboys are filled. It is as- 
sumed that the carboys are sufficiently uniform in size to constitute a re- 
liable measure of the quantity put into them. It is intimated that carboys 
are broken by the high temperature of the liquid. If this is true, the 
amount of liquid lost by the cracking of different carboys would vary, 
and no accurate idea of the waste could be formed. To obviate this diffi- 
culty, the liquid should pass on its way to the filling machine through a 
meter, similar to a water meter. The number of gallons delivered to the 
filling machine, divided into the cost of the liquid so far, would give the 
cost per gallon for raw material, heating and labor. The number of 
gallons put into the carboys would be valued at the cost per gal’on in the 
filler plus the cost of filling. The difference between the number of gal- 
lons in the carboys and the gallons in the filler would be the waste in gal- 
lons. The difference between the total value in the filler and the total 
value in the carboys at the original price plus labor would be the waste in 
money. This would be put on the books by an entry debiting wasted 
liquid and crediting liquid, labor of filling having been charged to liquid. 
In the same way after charging labor of bottling to liquid, the number of 
gallons bottled deducted from the number of ga!lons in carboys would give 
the waste in gallons. The cost of the remaining gallons at the carboy 
cost, plus bottling cost per gallon, deducted from the total carboy value 
plus labor will give the bottling waste in money—debit wasted liquid, 
credit liquid. 

In this way the gallons, the cost per gallon and the value are easily 
kept track of at each stage of the process. The liquid lost is charged off 
as waste at the proper price, and full information is given not only as to 
the quantity lost, but as to the stage at which it is lost. This last informa- 
tion is very valuable for the purpose of tracing responsibility for loss. 
If the total waste at any time should be greater than the normal, an 
analysis of the figures will prove conclusively at what stage the increased 
waste occurs, and those responsible for it can be called to account. 

The statistics on which the figures would be based would be something 
like the following: 
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Gallons Cost per gallon Amount 











Liquid delivered to meter 10,000 2.00 $20,000.00 
Waste 500 “ 1,000.00 
Liquid in filler 9,500 ” $19,000.00 
Labor filling 10 950.00 

9,500 2.10 $19,950.00 
Waste 200 _ 420.00 
Liquid in carboys 9,300 9 $19 530.00 
Labor bottling 15 1,395.00 

9,300 2.25 $20,925.00 
Waste 4 1,800.00 
Liquid in bottles 8,500 $2.25 $19,125.00 


If there is a warehouse or storage cost and a warehouse breakage 
and waste, the table would be continued to cover them. 

It will be seen that the waste is 1,500 gallons at a loss of $3,220.00. If 
no account is taken of the cost at different stages, the true loss will not 
be ascertained. If the original cost is taken, the amount will be $3,000.00, 
while if the final cost is adopted, it will be $3,375.00. On the whole output 
this difference might amount to a considerab'e sum. 

By carrying a quantity column in the account of “liquid” on the ledger, 
the average cost of a gallon may be found for a month or for the season. 
This will be valuable information for the selling department. By crediting 
liquid account and charging liquid sales with the quantities at the average 
cost, a running inventory will be kept with the product on hand, at the 
unit cost. Any further leakage or loss through breakage or deterioration 
will not affect the unit cost, as it would be covered by a charge to waste 
and a credit to liquid. It would be well to keep several accounts with 
waste, such as meter waste, filler waste, etc. 

Carboy breakage is treated in the same manner. A carboy account 
is kept and charged with the purchase price. It is credited with the 
broken carboys at cost price, carboy breakage account being charged. If 
it is difficult to obtain an accurate report of the number broken at the 
time of breakage, the statistics can be obtained by issuing a certain number 
of carboys to the factory at a time. The number of these filled and passed 
to the bottling department or to warehouse, deducted from the number 
issued, will indicate the breakage. 

In this way the waste and breakage are accurately known and are 
absorbed into the accounts as they occur. There does not seem to be any 
occasion for setting up a reserve for waste and breakage. A reserve ac- 
count is useful only wien it is necessary to provide against an uncertain 
loss that may be sustained. In this case, by the automatic measuring of the 
quantities on hand, the actual loss is definitely ascertained and there is 
nothing uncertain about it. If a reserve based on previous experience is 
set up and waste and breakage charged to it, the theory would be that 
the reserve would be exactly exhausted at the end of the season. Even 
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if this were so, the only thing shown by it would be that the loss had 
been an average one, or if there were finally a debit balance in the reserve 
account, that the losses had exceeded the average, a final credit balance in- 
dicating a loss under the average. But like many other theories in re- 
gard to averages, this one is not true, unless the output is virtually the 
same each year. The waste and breakage should bear a certain relation 
to the amount of material handled. If the output in a given year is much 
above the average, the loss will be correspondingly increased. Charging 
the increased loss to the reserve will cause a debit balance in that ac- 
count and lead to the conclusion that the loss has been greater than the 
average, when it may possibly have been much less. With the accounts 
kept as outlined above, the proportion of waste and breakage to output 
can be readily calculated. It is this proportion that is the! vital point to 
be considered, not the actual amount of the loss irrespective of the output 
on which the loss is sustained. The setting up of a reserve will not in 
any way assist in the ascertaining of this proportion. 

The loss from waste and breakage should be kept separate and should 
not be lumped into general plant expense or cost of bott ing. 

The only reason why it might be necessary to set up a reserve against 
breakage and spoiling would be in case the books were closed before the 
close of the operating year. We will assume that the liquid is olive oil 
and the factory in California. If the olives are pressed and the oil put into 
carboys during the autumn, there would be a large amount on hand at the 
end of the calendar year. If the books are closed December 31st, it would 
be necessary to set up a reserve against the loss that the inventory may 
sustain before it is finally bottled and is ready for shipment. Knowing 
the quantity on hand, it would not be difficult to ascertain the amount of 
reserve necessary by consulting past records. But a far better way would 
be not to close the books on December 31st, but to do so on the last day 
of the month prior to that in which the new crop would be delivered to 
the mill. By that time the old crop. would all have been bottled, and the 
loss would have been ascertained and charged off each month, as the car- 
boys were emptied and their contents put into bottles. The business is a 
seasonal one, the same as the canning of fruits or vegetables, except that 
the product is not immediately put into the final containers, but is held 
in carboys and is bottled later. It is always better to close the books of 
such a business just before the beginning of a new season, so as to bring 
all the operations of one season into the accounts without mixing them 
with those of a subsequent season, except for the small amount of finished 
product that it may be necessary to carry over. 


PROBLEM SUBMITTED BY A CORRESPONDENT 


The following is a balance sheet of Turner and Bradley, partners 
sharing profits on basis of 2/3 and 1/3 respectively, as on June 30, 1913. 
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Cee -codecksetassscuted $ 600.00 Accounts payable ....... $ 4,000.00 
bills receivable ......... 2,400.00 General reserve ......... 1,500.00 
Accounts receivable ..... 6,080.00 ‘Turner—capital ......... 7,400.00 
Merchandise .....ccscse-e 3,800.00 Bradley—capital ........ 5,000.00 
Furniture and fixtures .. | 400.00 
pe rrr reer 4,020.00 

$17,900.00 $17,900.00 


They agree to admit Lusk on condition he pays the sum of $2,400 
(to be kept in the business) for 1/4 share in the profits and brings in 
$4,000 capital. 

Turner and Bradley on their part agree to allow $900 of the general 
reserve to remain as a provision for bad debts and also to allow 5% 
depreciation off buildings and 15% off furniture and fixtures. 

Prepare balance sheet of new partnership 

(a) Showing goodwill on the books 
(b) Not showing goodwill on the books 


SOLUTION 


The principal difficulty is to find out just what is meant by the prob- 
lem as it is stated. The simplest reading of it would be that Lusk pays 
in the $2,400.00 as a purchase of his share of the goodwill. As this is 
a profit to the other two partners it is divided between them by a credit 
of $1,600.00 to the capital of Turner and $800.00 to that of Bradley. 
Lusk then pays in $4,000.00 which is credited to his capital account. As 
Lusk’s interest is only one-fourth of the profits and not one-fourth of 
the assets, it is not necessary to reduce the total capitalization to $16,- 
000.00 by paying Turner down to $8000.00 and Bradley to $4,000.00, as 
the division of profits can be governed by the articles of partnership. 

Crediting back $600.00 of the general reserve to profit and loss and 
charging off $231.00 as depreciation on buildings and $60.00 for furniture 
and fixtures, there will be a credit of $309.00 to be divided, $206.00 to 
Turner and $103.00 to Bradley. This, together with the division of the 
$2,400.00 bonus would result as follows: 


BALANCE SHEET, JUNE 30, 1913 





Assets Liabilities 

Cet ....ccckcuuvevcnenass $ 7,000.00 Accounts payable ...... $ 4,000.00 
Bills receivable ......... 2,400.00 Reserve for bad debts .. 900.00 
Accounts receivable ..... 6,080.00 Turner—capital ......... 9,206.00 
Merchandise ............ 3,800.00 Bradley—capital ........ 5,903.00 
Furniture and fixtures .. 340.00 Lusk—capital .......... + 4,000.00 
Buildings ...... $4,620.00 
Reserve ....... 231.00 4,389.00 

$24,009.00 $24,009.00 
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This does not show goodwill on the books. 

As Lusk paid a bonus of $2,400 for one-fourth of the profits, it 
establishes the fact that in the opinion of the three men, the excess profits 
above the normal in that business were so great that a fair price for a 
one-quarter share in them was $2,400.00. The excess profits above the 
normal constitute the basis of goodwill and the amount paid establishes 
its value. Paying $2,400.00 for one-quarter fixes the total value of the 
goodwill at $9,600.00. As the goodwill was built up by the two original 
partners, it belongs to them, and as it represents the profit making 
capacity of the business it is divisible between them on the profit sharing 
ratio. As Turner and Bradley have already received $2,400.00 for the 
goodwill sold to Lusk, there remains $7,200.00 balance in the goodwill 
account to be divided between them. There would then result the same 
balance sheet as above, except that there would be an asset of goodwill 
$7,200.00 and Turner’s capital would be $14,006.00, and Bradley’s $8,303.00. 
To save space, the balance sheet is not repeated here. 

However, Lusk might claim with justice that, since he paid for his 
share of the goodwill, he is entitled to credit for it. In that case, the 
goodwill would have to be put on the books at $9,600.00 and Lusk’s capital 
would be credited with all the money he paid in, that is $6400.00. In 
any event, the $9,600.00 is divided between Turner and Bradley, as before. 

The difference that it makes to Lusk is that under the first arrange- 
ment he would have a capital interest in the assets of a little less than 
21%, under the second about 15%, and under the third a trifle more than 
22%. Or to put it in another way, if the business failed so that the 
goodwill had to be charged off as a loss, his capital of $4,000.00, under 
the second plan, would have to stand a charge of $1,800.00, reducing it 
to $2,200.00; while under the third plan, his capital of $6,400.00 would 
be charged $2,400.00, reducing it to $4,000.00, a much smaller proportionate 
loss. 

This problem illustrates the importance of a clear understanding of 
all the points involved in partnership articles. It is needless to say 
that the ordinary attorney would have no insight into the difficult account- 
ing principles involved in such an agreement, and that the only safe 
way to avoid disagreeable disputes is to have the articles passed upon by 
a competent accountant as well as by the attorney. As the case stands 
the preponderance of probability seems to be in favor of either the first 
or the third plan. 


INTER-DEPARTMENT PROFITS 


“Sir: Will you kindly answer through the columns of your JourNAL 
the correct method of handling inter-division transfers between a factory 
operating farms in conjunction with its manufacturing operations? 

“The question is: Should the raw material purchased from the farms 
by the factory be considered in the same category as purchases from the 
public by said factory, and should the sales by the farms of these pro- 
ducts to the factory be considered in the same category as sales to the 
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public in making up the financial statement, or should this be handled 
as an inter-division transfer proposition, calling the transfers inward, the 
“inter-division purchases factory,” and the sales “inter-division sales trans- 
fers-farm”? 

“Your reply to this question will be greatly appreciated. 

“Of course we appreciate that the inter-change of merchandise be- 
tween two factories of one corporation should not be reflected on the 
general balance sheet, but we were wondering in the case of the farms 
and factory, if the purchases from the farms and the sales by the farms 
should not be considered in the same light as the sales and purchases 
from the public, inasmuch as this factory would have to purchase these 
goods from outsiders if they did not operate the farm. 

“Thanking you, I am 

“Yours very respectfully, 
“A. Flume.” 


This is a question about which there are very diverse opinions. Some 
accountants contend that no profit should be taken by any subdivision 
of a business that can in any way be considered a department of that 
business. In answering it, this department is giving only its individual 
opinion, to be accepted by the reader or not, according to his view of the 
strength of the argument advanced in favor of it. 

In the first place it is important that a distinction shall be clearly 
drawn between a simple department of a business and an independent 
undertaking that is subsidiary and contributory to the business. A 
foundry is a department of a business needing castings for its pro- 
duct. The output of the foundry should be charged into operations at 
its cost. The department is not there to make a profit but to furnish 
the castings at as low a cost as possible. If it can do so at less cost 
than the castings can be bought for from outsiders, the business has 
made a saving but not a profit. 

If the subsidiary business is entirely independent, except as to the 
matter of ownership, the case may be considered to be somewhat dif- 
ferent. This is especially true if the subsidiary undertaking does any 
business with the general public and not solely with its affiliated company. 
It may then be important to know whether it is a paying propesition in 
itself. To do this it will be necessary for it to bill its output that is sold 
to its affiliated company at the same price as it would receive from an 
outside customer. 

The distinction to be made is that between a saving and a profit. If 
the farm sells only to the factory, it may be considered a department 
of the factory business and would bill at cost. The factory would then 
make a saving by obtaining its supplies from its own farm at a cheaper 
rate than it could get them elsewhere. If the farm were entirely inde- 
pendent, it would sell all its product to the public and would make a 
profit. If it sells part of its product to the factory at cost and part to 
the public at a profit, it is neither a department nor an independent 
concern, and it will be difficult, if not impossible, to arrive at the true 
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results of its operations. As a department, the cost at which it furnishes 
goods to the factory would be reduced by the profits it makes on those 
sold to outsiders. As an independent concern its profits will be reduced 
by the sale to the factory of part of its output at cost. The statement of 
its operations will have no statistical value in either case. 

The same thing will be largely true of the operating figures of the 
factory. If it receives part of its raw material from its own farm at 
cost and part from other farms at the market price, its earning power 
as a factory will be increased by an element entirely outside the normal 
operations of such a factory. This may be partly offset by the sale to 
the farm of some of the products of the factory at cost, but this again 
would be at the expense of any accurate statistics of the factory’s opera- 
tions which were in any way based on percentages to net sales. 

In the interest of accurate statistics, it would seem better to consider 
the two businesses as distinct, and to show the results of the operation of 
the farm as the profits on an outside investment, unless the farm can be 
considered only as a department of the factory, by having no other 
customer. Even then, it would be better to keep them distinct unless 
similar factories were normally possessed of farm departments. 

Of course, it makes no difference in the final credit to the surplus of 
the factory which view is adopted, as far as the material consumed dur- 
ing the year is concerned. It does make a difference, however, when we 
consider the valuation of the inventory at the end of the year, as to 
whether that valuation is based on cost at the farm or on that cost 
plus a profit. In a recent discussion of this phase of the subject the 
following was said: 

“Inventories in Underlying Companies: Allied to the question of the 
proper valuation of inventories is that of the valuation of the goods 
transferred from one company to another, when both companies are 
underlying companies in a large company formed of a number of constitu- 
ent companies. Thus a shipbuilding company may own, or be a com- 
bination of, a company that owns iron mines, one that produces pig 
iron, another that rolls boiler plates, another that makes boilers and 
finally of one that builds ships. Some authorities claim that each com- 
pany should charge its output to the company that succeeds it in the 
various processes at not more than cost, as they are all working for the 
same end, the production of a profit for the parent company. This method 
would not affect the amount of the final profit on goods finished and sold 
during the year, but it would affect the profit as influenced by the valua- 
tion of all the goods on hand at the end of the year in the possession 
of all the companies except the first one. Those who take this view 
defend it by arguing that the allowing of one company to charge a profit 
to the succeeding company on goods sent to it, will be putting an un- 
realized profit on the books. The objection to the plan is that, unless 
each underlying company is allowed to charge a fair profit on its output, 
they will all be working apparently without contributing anything to the 
profits of the business, except the last company wh’ch makes the sales, 
and which would appear te be enormously profitable because it has re- 
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ceived the goods from the previous companies at absolute cost in all of 
them. It would seem only just to all the companies if each one was al- 
lowed to add a fair profit to its output in charging it to the next company, 
provided that in so doing it did not raise the price beyond what the same 
articles could be bought for elsewhere. In no other way could the 
comparative value of each of the underlying companies be determined as 
a factor, in the production of a profit for the combined business.” 

William M. Lybrand, C. P. A., who is recognized as a high authority, 
said in a paper read before the American Association of Public Ac- 
countants in 1908: 

“In the consolidated profit and loss account transfer of profits from 
subsidiary companies to the holding company through the medium of 
dividends will be ignored, and the earnings, expenses and charges of the 
several companies will be combined and stated as though the corporation 
were one enterprise. 

“In the consolidated statement, therefore, will appear the entire 
gross earnings of the group of affiliated companies. Such gross earnings 
will represent cumulatively the operations of the several underlying com- 
panies, i.e., merchandise transformed into a marketable condition by one 
company and transferred to a second for further manipulation and sale 
in a different form would appear in the gross earnings of each com- 
pany and their aggregate in the consolidated profit and loss account. 
While on the surface it would seem that there is a duplication of gross 
earnings under this method, it is probably the only practical way in 
which to state them where there is a large number of companies with 
very many manufacturing processes.” 

With regard to inventories, he says: “Some of the industrial enter- 
prises of the present day begin their ownership with the raw materials, 
and manufacture their output all the way from the first stage to the 
last. Necessarily this manufacturing cannot in every instance be per- 
formed in one continuous operation or by one plant, and there will be 
constant transfers from one company to another of product finished up 
to a certain point, but subject to further manipulation in order that it 
may be disposed of in a different form. At the end of the fiscal year or 
other balance-sheet period, there will doubtless be a quantity of such 
merchandise in the inventories of the several subsidiary companies, pur- 
chased by one company from another at a price greater than the actual 
cost of manufacturing. As the companies are entirely distinct from each 
other, it may be argued that the purchasing company will be justified in 
including such merchandise in its inventory, at the price paid to the 
company from which it was acquired. The purchase, however, having 
been made by one subsidiary company from another, is in effect merely a 
transfer from department to department of virtually the same corporation, 
and not a sale on which the profit can be said to have been realized. The 
principle that profits must not be anticipated would seem therefore to be 
applicable in such instances, and it would follow that a reserve should be 
provided equal to the amount by which such merchandise at inter-com- 
pany prices exceeds its actual manufacturing cost. 
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“Too hard and fast a rule should not be drawn, however, even when 
conditions are such as have been outlined above. In the case of an iron 
and steel combination, for instance, controlling the manufacture of its 
product from the ore in the ground to the sale of the finished merchan- 
dise, it will be appreciated that there are a number of points in the 
process of manufacture where the merchandise reaches a finished and 
marketable stage. While at each stage in the manufacturing process some 
of the merchandise is sold to outsiders, much of it is transferred to other 
mills for further manipulation at a price which includes some profit to 
the subsidiary company by which it was handled. Is it entirely unrea- 
sonable to claim that where the manufacturing processes are distinct 
and complete, some manufacturing profit shall be taken in the current 
income account on merchandise finished by one company, but remaining 
in the inventory of another company while awaiting further transforma- 
tion? In the balance sheet of a large industrial enterprise, such profits 
are applied as a separate part of the surplus account, distinct from the 
ordinary accumulation of surplus, with a note appended setting forth 
clearly the nature of the item.” 



































Book Reviews 


COST ACCOUNTING FOR INSTITUTIONS. By W. M. Core. The 
Ronald Press Co., New York, 1913. 

In reading Cost Accounting for Institutions, the impression at first 
is unfavorable, but the book grows on the reader as he progresses, and 
when through he is impressed with the enormity of the undertaking and 
the value of its contents. 

The author states in the introduction: 


“Most of the illustrations used are for conditions likely to arise 
in hospitals; but most other institutions are subject not only to 
many conditions similar to those in hospitals, but also to other 
conditions which, though similar in outward characteristics, are 
nevertheless capable of expression in the accounts by the application 
of similar principles . . . For this reason the illustrations are 
taken for each chapter as a. whole from the circumstances of hos- 
pitals, and then variations or additions for other institutions are 
suggested in a supplementary discussion.” 


Truly the contents of the book are only applicable to hospitals, and 
while it is true that similar principles are applicable to other institutions 
such as the author mentions (viz., educational institutions, hotels or 
clubs), they are no more so than every underlying principle of account- 
ing is applicable to all financial records of business transactions. For the 
inexperienced it would be extremely dangerous to use the author’s artifi- 
cial but persistent application of the principles he enunciates to institutions 
other than hospitals. 

The book treats of costs only, but properly the author ties these costs 
to the totals appearing in the trial balance and final financial statements. 
The author aims at true costs to the minutest detail but properly insists 
throughout that such extreme detail is only valuable for the sake of 
comparing one hospital with another, and that therefore it is in vain un- 
less his work may lead to the adoption of uniform systems of accounting 
in hospitals. The author correctly says: 


“Uniformity of detail is not really uniformity at all, for details 
must differ where conditions differ . . . what we mean by uni- 
formity is uniformity of method.” 


The author gives a plain exhibition of the differences between his 
classification of accounts and those of the well known and much used 
so-called New York system. The book suggests to the reviewer that 
hospitals would be an excellent subject for the bureau of business research 
of Harvard University, to follow its successful attempt in the retail 
shoe business and others. It is a fine appeal to uniform accounts with 
reduction in costs in view. 

That so-called true costs are always inaccurate, unsatisfactory, inter- 
dependent, and therefore only relative as practising accountants have 
so often found them, is avowed by the author in the following words: 
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“It is impossible to get an absolutely accurate figure for each 
step of the closing process (of cost finding), for to a certain 
small extent the charges move in circles—e. g., the board costs de- 
pend in part on housing costs, and housing costs depend in part 
on the compensation of the engineer, and a part of his compensa- 
tion is often board. So we cannot learn exact final board until 
we have learned the engineer’s board, and we cannot learn his board 
until we learn final board.” 


The treatment of rental charges, interest and depreciation of buildings 
and instruments owned is most interesting. The distribution of insur- 
ance, repairs, taxes, interest, depreciation, light, heat, etc. on the unit 
of space—for some on the floor space and for others on the cubic space— 
while probably theoretically accurate, lacks the consideration of “location” 
to make the principle applicable to business enterprises, hotels and clubs, 
where the cost of guest rooms and show rooms, on first floors and in 
pleasant, sunny, quiet surroundings, is all-governing. 

No solution is given for the distribution of laundry costs, so vexing 
in clubs and hotels. Nurses’ wages are so closely segregated that a dis- 
tinction is made in the distribution of time for the sweeping and dusting 
of sick rooms and the care of patients. Why not charge the nurses’ 
time for eating to the cost of their meals? The final unit seems to be 
per “patient-day” or “resident-day.” 

Students can here find a very valuable illustration, carried out in 
workable detail, of the use of the symbolic or mnemonic system of desig- 
nating or naming accounts. The classification includes some two hundred 
and fifty accounts and the illustrations of the journal entries, ledger ac- 
counts, trial balances and balance sheets in symbols may be interesting and 
instructive to the novice. 

While the mnemonic system has merit under certain conditions, and 
while the author has had practical experience with it in hospitals, the 
reasons given for such symbols in this book are obviously theoretical and 
no more reasonable to the practical mind than any mere personal whim. 
To the writer these are extremely confusing, inconsistent, impractical and 
dificult of use, involving such a capacity of memory of unconnected 
letters that reference to an index is continually necessary and thus 
does away with much of the time-saving a symbol system is supposed to 
provide. 

In one place E is property or equipment. In another place E stands for 
electricity or emergency and Q stands for equipment. A is once a 
boat because it suggests “aquatics”; next it is annual report. F is once 
“carting,” because it suggests freight, and next “fuel.” J stands for 
driving because it suggests “Jehu.” O in one case stands for bowling be- 
cause it suggests a ball; next, however, it has become ice because it looks 
like zero. The most comical results occur to the uninitiated from an 
inspection of these mnemonic designations and hence might lead to errors 
and confusion more than to. practical systematization. 

J. B. GerjsBeex. 
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Correspondence 


Priority in Educational Methods 


Editor, The Journal of Accountancy: 

Sir: On page 488 of the December JourNnaL, there appears a letter 
from Mr. M. E. Peloubet, in reference to my recent article and address 
delivered at Washington. 

In the course of the letter Mr. Peloubet makes the statement: 

“Mr. John C. Duncan is apparently under the impression that his 
method of teaching system building is unique and original with him.” 

I have re-read my article carefully and have spoken to a number of 
accountants who read it and heard the speech delivered. In no case 
does any one feel that such a claim was made. 

I am aware of what is being done not only in New York University, 
but in every other important university in the country. 

As a matter of fact, it would be very dificult for anyone to prove 
priority in installing a course in system building. In 1905, when teach- 
ing a course in industrial management at the University of Pennsylvania, 
I required a cost accounting system from every student. This exercise 
was suggested by Professor Edward S. Mead, who is now professor of 
finance at that institution. A movement of this kind is so large that for 
anyone to make a claim of being the originator of the basic idea is absurd. 
Every science advances by one man building on the ideas of another. 
His ideas, in turn, are built upon and possibly are relegated to the back- 
ground before he has finished admiring them. 

As a matter of fact, the teaching of system building is just one of 
the things touched upon in my speech. It is true that I did state at some 
length how I handled my courses in constructive technique and did say 
in the course of the article: 

“This, after ten years of observation, study and experience, is the 
speaker’s contribution to the method of teaching constructive accounting 
technique.” 

One reason that statement was made was to suggest to men like Mr. 
Peloubet and others interested in this phase of the accounting field, that 
they let us know the general details of their contributions along this line. 
It may be observed that the following sentence occurs in the same para- 
graph: 

“If this paper will arouse discussion and center the attention of ex- 
perienced practitioners, a new force will be brought into service on some 
of these vital points.” 

The vital points referred to are: 

1. Terminology 

2. The development of the science of administrative criticism 

3. The development and perfecting of the science of constructive 

technique. 

It can be seen from that that in no case do I claim to have originated 
anything. It will also be observed that I have made no claims as to hav- 
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ing developed or perfected even such a small division as that of the 
science of constructive technique. 
Very sincerely, 
Joun C. Duncan. 
University of Cincinnati, January 6, 1915. 





Shipbuilding Accountancy 


Editor, The Journal of Accountancy: 

Sir: I shall consider it a favor if you will answer me the following 
questions: 

Do any of the large shipbuilding corporations on the Atlantic coast 
have very large accounting staffs? 

Are there any firms of certified public accountants which specialize 
in accounting in connection with shipbuilding? 

Yours truly, 
Davin C. McKEAN. 

Detroit, Michigan, Dec. 29, 1914. 

[Shipbuilding operations require a great deal of clerical work so that 
every well-organized company of this kind necessarily maintains a sub- 
stantial accounting staff. The shipbuilding industry in this country is 
scarcely of a sufficient volume to provide a field for much specialization 
and, so far as we are aware, no such specialization exists, although per- 
haps all of the leading accounting firms number shipbuilding concerns 
among their clients —Editor, THe JouRNAL oF ACCOUNTANCY.] 





Treatment of Cash Discounts 


Editor, The Journal of Accountancy: 

Sir: In THe Journat of December and under the caption Valuation 
of Merchandise Inventories the statement is made that “leading practi- 
tioners now agree that cash discounts should be deducted in arriving at 
values for inventory purposes.” 

It seems to me that to be really consistent this principle should be 
applied in making the initial entry of purchase items. Is not the current 
value of goods approximately measured by cash price? Can it be assumed 
that a credit extention does not imply a valuable consideration? Where 
you are billed 

Merchandise $500.00, terms 2/10 net 60 
is not $490.00 the current cost—$500.00 that of 60 days hence; $10.00 the 
cost of the credit extention (borrowed capital) ? 

In other words, rather than state that discounts are an earning of 
surplus capital, might we not better insist that failure to discount implies 
shortage of capital and measure the shortage by the cost of credit? Put 
the horse before the cart. 

Suggesting discussion by economists and accountants. 

Very truly yours 
Hy. C. Miner. 
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Announcements 


Treatment of Cash Discounts 


Editor, The Journal of Accountancy: 

Sir: In your issue of December, 1914, under the heading Valuation 
of Merchandise Inventories you say: 

“The leading practitioners now agree, however, that cash dis- 
counts should be deducted in arriving at merchandise values for 
inventory purposes.” 

Would you kindly advise how this is possible when, as is generally 
the case, there are articles which are purchased from different manu- 
facturers in the store-room, some of whom give cash discounts and others 
do not. For instance, you have bolts on which one firm will give 5 per 
cent 30 days, and another firm will not; how is one to ascertain what 
bolts are from one concern and what from the other, and it often happens 
you buy from many firms? Of course it would be simple if it was the 
custom for all manufacturers to give the same cash discount on certain 
articles, but unfortunately such is not the custom. 

Yours truly, 
A. L. G. 
Davie Shipbuilding and Repairing Company, Lim. 
Lauzon, 
Levis, Que. 


[Some purchasers require all prices to be stated on a strictly net 
basis but where this is not done it is comparatively easy to subtract from 
the face of the invoice the discount deductible and to put through a 
charge for the net amount. Certainly any such discount as 5 per cent 
thirty days should be recognized in making an inventory.—Editor, THE 
JouRNAL OF ACCOUNTANCY. ] 





California State Board of Accountancy 


The California state board of accountancy met in San Francisco on 
December 31, 1914, and organized for the ensuing year with the following 
officers: President, John F. Forbes, San Francisco; vice-president, Rey- 
nold E. Blight, Los Angeles; secretary-treasurer, William Dolge, San 
Francisco. Examinations for certified public accountants will be held 
simultaneously at San Francisco and Los Angeles on May 27, 28 and 29. 





Massachusetts C. P. A. Examinations 


At the recent examination of candidates for registration as certified 
public accountants in Massachusetts sixteen out of the eighty-three 
presenting themselves passed the examination. Certificates have been 
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issued to the following: L. B. Baker, Patrick F. Crowley, Pitt W. 
Danforth, Stanley G. W. Fitch, Ernest H. Griswold, Elliot B. Hughes, 
Rupert W. Jacques, Joseph LeVine, Walter S. Morgan, Francis H. Row- 
som, Charles H. Rittenhouse, Walter I. Smith, William D. Smith, Charles 
E. Stearns, Homer N. Sweet, W. A. Schick, Jr. 





Niles & Niles, certified public accountants, 111 Broadway, New York, 
announce that Louis C. Gerry has been admitted to the firm, the name of 
which will remain unchanged. 








